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A Note from the Editor 


The Asian Development Review is a part of the Asian Development 
Bank's effort to play a more broadly based development role in the Asian 
and Pacific region. In this endeavor, the Review, from time to time, focuses 
on a topic of interest to the region. 

The theme of this issue is socioeconomic policies for poverty alleviation 
in Asia. In the 1980s Asia emerged as the most dynamic and rapidly 
growing region in the world. However, poverty remains a major concern in 
Asia where over 2 billion people live in low-income countries and more than 
500 million live in "absolute" poverty. Moreover, even in the middle-income 
countries social welfare issues are emerging as priority areas on the 
national agenda, as rapid growth and urbanization erode traditional family 
Structures which in the past provided an informal social security system. 

Poverty alleviation is generally the foremost goal of economic develop- 
ment, but not all strategies of development are equally effective in meeting 
this objective. The first article provides an overview of recent trends in 
poverty and identifies the variables that have been most effective in 
reducing the incidence of poverty. The article also discusses the experience 
of the People's Republic of China in combatting poverty and the lessons 
that can be learned. The next article looks at different concepts of poverty 
and the problems of measuring it. It also reviews the available data and 
provides intercountry comparisons on different aspects of poverty in Asia. 
The third article argues that employment generation is the key to solving 
the problem of poverty. It reviews the historical trends in unemployment 

. and incidence of poverty in Asia and examines their relationship. 

Economic growth and employment generation take time to have a 
meaningful impact on poverty, and even then some problem areas will 
remain. Therefore, it is necessary to adopt specific policies to deal with 
certain aspects of poverty. The next two articles discuss two such areas, 
namely, the provision of economic security and shelter for the expanding 
urban population in Asia. The former article reviews the current state and 
future directions of institutional provision of social security systems in 
Asian countries, while the latter focuses on the general inadequacy of 
housing for the poor and related policy measures based on the experience 
of Singapore. The next article provides a framework for identifying major 
factors which determine the extent of inequality in a developing country, 
and uses that framework to discuss the mechanisms in the process of 
development which affect the degree of poverty and policies which can help 
in improving the conditions of poor households. The final article focuses on 
the persistence of poverty in South Asia. The development strategies 
pursued are assessed and the need to evolve a strategy that is both 
growth-oriented and employment generating emphasized. 

It is hoped that these articles will provide useful insights into the 
process of poverty alleviation and will help in the formulation of policies in 
this regard. 
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Development Strategies for 


Poverty Alleviation 
Shahid Javed Burki* 


hereas in the 1970s, there may have been grounds for cautious 
optimism with respect to poverty alleviation, welfare and 
redistributive policies were severely battered by macro- 
economic conditions in the first half of the 1980s. In many, 
perhaps the majority of less-developed countries, modest gains in improv- 
ing income distribution or containing poverty slipped away, and there is 
little evidence that the ground has been retrieved over the past four years. 
Although the war on poverty will undoubtedly continue to be fought 
in the decades ahead, a number of efforts over the past four decades have 
produced a few successes and have yielded a wealth of insights. We now 
have a much better understanding of the characteristics of poverty—the 
poverty profile—and we have begun to comprehend the factors that in- 
fluence poverty alleviation and improve income distribution. The purpose 
of this article is to offer a brief overview of where the developing world 
stands today in terms of poverty and what efforts need to be made in order 
to reduce if not eliminate the incidence of poverty. This article first 
sketches some of the salient characteristics of poverty, drawing on detailed 
studies for a number of East Asian and Latin American countries. It then 
identifies those variables that have been most effective in lowering the 
incidence of poverty. Finally, it describes in rather greater detail how one 
country, the People’s Republic of China, has been able to curtail poverty 
and the nature of the problems it still faces, problems that many other 
developing countries also confront. 


* Director, China Country Department, Asia Region, World Bank. The views in this article are entirely 
the author's and do not necessarily reflect those of the World Bank. 
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Third World Poverty 


Poverty apparently worsened in the Latin American countries during 
the 1960s, followed by some improvement in the 1970s.! By the end of the 
1970s, the oil shock and the slow growth which came in its wake, led to 
increasing skewness in the economies dependent on oil imports. Except for 
a brief respite in the mid-1980s, the trend remains unfavorable. Flagging 
growth, the increase in landlessness, together with the disruption caused 
by wars, famines and oil shocks aggravated poverty in Africa during the 
1970s. Industrial progress and benefits derived from the Green Revolution 
has benefited à number of Asian economies. In terms of distributional 
equity, East and Southeast Asia have made impressive strides, especially 
the frontrunners, the Republic of Korea and Taipei, China.? Higher agricul- 
tural productivity and distribution policies in India reduced the proportion 
of the populace living in poverty by 8 per cent over the period 1970—1983 
and by 3 per cent in 1988 to 45.6 per cent of this population.? Similarly, the 
lowest five quintiles enlarged their income shares in the Philippines be- 
tween 1971 and 1986. But in both cases the total number of the poor rose 
to 322 million in India (1988) and to 30 million (an increase of 10 million) 
in the Philippines (1987) or about 40 per cent and 52 per cent of the 
populace, respectively.* Both Malaysia and Thailand reduced the incidence 
`of poverty. In Malaysia the number of the poor, as delineated by the official 
poverty line, fell from about 50 per cent of the population in 1970 to 28 per 
cent in 1984 and 19.3 per cent in 1987 with a concomitant decline in the 
Gini coefficient (see Table 1).5 Higher agricultural prices and a surge in 
production narrowed intersectoral differentials and the dispersion of in- 
comes in the People’s Republic of China, lowering absolute poverty from 27 
per cent of the rural populace in 1979 to under 12 per cent in 1986. 

The years immediately following the second oil shock were especially 
cruel.$ Of the 82 countries analyzed in a study for the period 1980—1985, 
only a quarter managed to sustain growth." Some 20 per cent experienced 
a cumulative decline in per capita gross domestic product (GDP). Basic 


1. A.Bigsten, "Poverty, Inequality and Development", in Surveys in Development Economics, ed. Norman 
Gemmell (Oxford: Basil Blackwell, 1987), pp. 135—171. 

2. References to Taipei, China are to the island of Taiwan. 

3. World Bank, India: Poverty, Employment and Social Services (Washington, D.C., 1989). 

4. For India, calculated from the Indian National Sample Survey 38th Round. For a discussion of the 
definition and measurement issues, see B.S. Minhas et al., "On the Choice of Appropriate Consumer Price 
Indices and Data Sets for Estimating the Incidence of Poverty in India", Indian Statistical Institute (New 
Delhi, 1987). For the Philippines, see World Bank, The Philippines: The Challenge of Poverty (Washington, 
D.C., 1988). In August 1989 the Philippine Government announced that the percentage of the populace 
below the poverty line had declined to under 50 per cent. 

5. Economic Planning Unit, Mid-term Review of the Fifth Malaysian Plan (1989), p. 47. 

6. Adjustment forced many countries to cut back on welfare and slowed growth. 

7. G.A. Cornia, R. Jolly and F. Stewart, eds., Adjustment with a Human Face, vol. 1 (Oxford: Clarendon 
Press, 1987). E : 
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Table 1: Comparisons of Income Distribution and Poverty 
Incidence in Selected Asian Countries 





% of %Share % Share 
Yearof Population Gini of Lowest of Highest 
Survey in Poverty Coefficient Quintile — Quintile 





China, People’s Rep. of 1987 10.0 

India 1988 40.0 

Korea, Rep. of 1982 7.7 0.35 18.8° 43.0 
Malaysia 1970 50.2 0.51 3.5 55.0 
Malaysia 1984 28.0 0.48 4.2 53.2 
Philippines 1971 45.3 : 0.49 4.0 54.5 
Philippines 1985 51.7 0.43 5.7 51.1 
Thailand 1981 31.0 0.47 


a Lowest 40 per cent. 
Source: World Bank, The Philippines: The Challenge of Poverty (Washington, D.C., 1988). 


services such as transport deteriorated in Africa and Latin America and 
governments were forced to cut outlay on health, education and social 
security. Fiscal stringency forced many countries to curtail food subsidies. 
Ten detailed country studies revealed a deteriorating income profile in 
Chile, Ghana, Jamaica, Peru, and the Philippines. Absolute poverty fell in 
the Republic of Korea, and the situation was unclear for Botswana, Sri 
Lanka and Zimbabwe. 

Because of low productivity, landlessness or the small size of farms, 
poverty is generally endemic in the rural sector.? This is no less true of 
countries in the higher income brackets such as Brazil and Mexico than it is 
for the poorest African and Asian nations. The poor are drawn from the ranks 
of landless workers, small farmers, tenant cultivators, plantation workers 
and fishermen. Frequently, they live in the less fertile rainfed or upland 
areas of the country and have little education, and their families tend to be 
large. In many African and Latin American countries, families with female 
heads are heavily represented and children figure disproportionately among 


8. See G.A. Cornia, "Economic Decline and Human Welfare in the First Half of the 1980s", and G.A. 
Cornia and F. Stewart, "Country Experience with Adjustment", in G.A. Cornia et al., op. cit. 

9. S. Anand, Inequality and Poverty in Malaysia. (New York: Oxford University Press, 1983), p. 203. 
Malaysian poor are concentrated among paddy growers and rubber smallholders. 


t 
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the poor. Close to half of the poor in India are landless, wage-dependent rural 
households with self-employed workers constituting much of the rest. Pover- 
ty is most severe in the central and eastern regions of India with the states 
of Bihar and Orissa being the worst afflicted. Typically, the poor have large 
families—the total fertility rate is 5.5 or more—illiteracy is widespread, only 
40 per cent of the boys from such households attend school, and women and 
children frequently suffer from malnutrition. The plight of women is espe- : 
cially serious. Local customs discriminate against women when it comes to 
the inheritance or transfer of property and in the raising of capital. Thus, the 
economic prospects of widows with young families and women that have been 
divorced are very bleak. 

In Malaysia poverty affects rubber smallholders, paddy farmers, es- 
tate workers and fishermen. Paddy farmers living in the hilly areas of the 
peninsula are more likely to fall below the poverty line, and female-headed 
households are especially at risk. The situation in Indonesia is not dis- 
similar. Ninety per cent of the poor are engaged in agriculture, and 60 per 
cent of these eke out a living in the less fertile parts of Central and Eastern 
Java. Poverty is also acute in East Nusa Tenggara, Sulawesi, Timor and 
Irian Jaya. As in Malaysia, it is the small cultivators in upland areas, in 
parts of the country where there is no irrigation and in the fishing villages, 
whose earnings are lowest. These households on average tend to be larger, 
and the head generally has little or no education. Where the Indonesian 
profile differs from that of Malaysia is in regard to the sex of the 
households. In Indonesia, households with female heads are no poorer. 

The prevalence of rural poverty is as marked in the Philippines. 
Absolute incomes in the rural sector are half óf those in the cities and 2.5 
million of the country's 3 million poor families earn their livelihood from 
agriculture. The parallels with the other Southeast Asian countries are 
very close. The landless and those with very little land, coconut farmers, 
sugarcane cutters and fishermen live in poverty. Among the small farmers, 
growers of corn and paddy in parts of Visayas and Bicol are the least 
well-off. Poor households suffer from unemployment, the education level is 
low, they are less likely to be using modern farming techniques and their 
families tend to be more numerous. 

Southeast Asia's poverty profile closely resembles that of countries 
such as Brazil and Mexico. The poor in Latin America tend to be subsistence 
farmers concentrated in infertile regions. The one difference that emerges 
is that poverty among rural households headed by women is much more 
pronounced. Three of five households in Brazil, whose head is a woman, 
fall below the poverty line. These are families with few earners and a high 
dependency ratio. Under such conditions, children suffer the most. The 
majority of the poor in Brazil are children, about 54 per cent. 

Incomes in the urban and industrial sectors are usually higher but 
also have a greater variance, there being a wide range of employment 
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opportunities in the manufacturing and service industries. Frequently, 
those employed in the burgeoning informal sector are the ones most af- 
flicted by poverty. They have few skills and their earnings are usually quite 
meager, and as they do not enjoy job security, the urban marginals endure 
bouts of unemployment which can quickly drag them below the poverty 
line. On balance, though, life-cycle earnings prospects in urban centers are 
likely to be superior so long as the economy maintains moderate rates of 
industrial growth. 


Addressing Poverty: A Continuing Challenge for the World 


There is now a near consensus among scholars and practitioners of 
development on the factors that sustain poverty. The following six factors 
merit attention. ; 


Poor Growth Performance. The faster per capita incomes rise the 
: more quickly poverty will recede, though there is no strict correlation 
between the changes in incomes and an improvement in the distribution or 
with a reduction in numbers below the poverty line. As has been noted, 
economic growth is a necessary but not a sufficient condition for declining 
poverty./° Cross-country statistical tests on a large scale do not uncover 
strong links running from GDP growth to the incidence of poverty, but 
individual country studies drawing on the experience of East and Southeast 
Asian countries, project a much more persuasive case. Among the develop- 
ing countries, the People's Republic of China (in the 1980s); Hong Kong; 
Indonesia; Republic of Korea, Malaysia and Taipei, China have enjoyed the 
greatest measure of success at banishing poverty and equalizing incomes. 
In each instance, income growth, propelled in substantial part by higher 
productivity, appears to have had a significant role. These countries, as 
well as others such as Japan and Thailand, have derived immediate dis- 
tributional gains from growth because of the manner in which economic 
expansion was achieved. 





10. Bhagwati has made a strong case regarding the inverse relation between growth and poverty. He 
compares the Indian performance unfavorably with that of the East Asian newly industrializing 
economies (NIEs). See J.N. Bhagwati, "Poverty and Public Policy", World Development, vol. 16, no. 5 
(1988). See also V.V. Bhatt, "Growth and Income Distribution in India: A Review", World Development, 
vol. 16, no. 5 (1988), p. 642. Sri Lanka was often cited as a country that was able to achieve an equitable 
distribution and a decent living standard for the broad mass of the populace in spite of low growth. This 
view has been challenged to show that Sri Lanka had already attained a respectable welfare standard 
prior to 1960; see S. Bhalla and P. Glewwe, "Growth and Equity in Developing Countries: A Reinterpreta- 
tion of the Sri Lankan Experience", The World Bank Economic Review, vol. 1 (September 1986). The food 
rationing, health and education benefits provided freely between the early 1960s and 1977 raised the 
welfare standard quite modestly. 
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Stagnant Productivity. Incomes and living standards are hitched 
to trends in productivity.!! For a variety of reasons having to do with 
competition, technology absorption,!? scale economies and levels of invest- 
ment in productive assets,!? an outward-oriented growth strategy with 
manufacturing as the leading sector yields the largest productivity 
dividends.!4 In other countries, which pursued an autarkic strategy and 
growth was driven largely by labor and capital inputs, as in pre-1978 
People's Republic of China, poverty lingered even though socialism nar- 
rowed income disparities. The weight of the agriculture sector in Brazil and 
the importance attached to import substituting industrialization very 
probably moderated changes in productivity during the decade of rapid 
growth extending from the mid-1960s. This may explain the persistence of 
high Gini coefficients, although the quality of the economic gains was one 
among several factors. 


Unemployment. Research conducted in the United States affirms 
the association between the level of economic activity and the incidence of 
poverty. It is the unemployment during years of slow growth that tends to 
push people below the poverty line and skews the income distribution.!9 
High growth, even when it is accompanied by moderate inflation, power- 
fully supports an anti-poverty program both directly through its effects on 
incomes and indirectly by facilitating the financing of income transfers.18 
It is easier to win political backing for welfare programs during spells of 
affluence. Export-oriented development that stimulates productivity is 
highly attractive in its own right. But policies promoting such developnient 
can also, it seems, aid the cause of poverty alleviation. 


Illiteracy. There is strong evidence to.suggest that education im- 
proves agricultural productivity and thereby increases farm income. The 
provisions of primary education to the rural populace can directly con- 


11, F. Levy, "Changes in Distribution of American Family Incomes — 1947-1984",- Science, vol. 236 
(22 May 1987), p. 924; and F. Levy, "Incomes, Families and Living Standards", in American Living 
Standards, eds. R.E. Litan et al. (Washington, D.C.: Brookings Institution, 1988), p. 12. 

12. On the Republic of Korea's approach to technology absorption, see J.L. Enos and W.H. Park, The 
Adoption and Diffusion of Imported Technology (Croon Helm, 1988); A. Amsden, Asian’s Next Giant: Late 
Industrialization in South Korea (Oxford University Press, 1989); and T. P. Kang, Is Korea the Next Japan? 
(Free Press, 1989). 

13. Theimportance of scale economies for export-led growth is analyzed by G. Chichilinisky and G. Heal, 
The Evolving International Economy (Cambridge: Cambridge University Press, 1986). 

14. M. Nishimizu and S. Robinson, "Productivity Growth in Manufacturing", in Industrialization and 
Growth, eds. Hollis B. Chenery, Sherman Robinson and Moshe Syrquin (New York: Oxford University 
Press, 1986), pp. 283-308. 

15. Unemployment by depressing savings affects post-retirement welfare as well. See A.B. Atkinson, 
The Economics of Inequality (Oxford: Clarendon Press, 1983), p. 244. 

16. R.M. Blank and A.S. Blinder, "Macroeconomics, Income Distribution and Poverty", Fighting Poverty, 
eds. S.H. Danziger and D.H. Weinberg (Cambridge, Mass.: Harvard University Press, 1986). 
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tribute to the raising of living standards. In addition, education can 
promote growth in a more generalized fashion.!” Enhancing trainability by 
enabling individuals to absorb fresh ideas and technologies is one of the 
most important instruments, first in the effort to eradicate poverty and 
second in trying to achieve greater income equality. 

Research on the industrial countries and studies of the East Asian 
NIEs, both rigorous and impressionistic, point toward the economic value 
of education.!? Aside from the gains in worker productivity, the deepening 
of managerial, engineering and scientific skills permits allocative and 
x-efficiencies that radically improve levels of corporate performance. It is 
becoming increasingly apparent that the competitive margins of Japanese 
manufacturers derive in significant part from the quality of the work 
force.1? While industries in Europe and the United States have shrunk and 
laid off workers under the pressure of imports from developing countries, 
Japanese producers drawing on their reserves of skills and education have 
partially deflected foreign threats, pushing productivity several notches 
higher. 

The East Asian experience underlies the importance of education.?? It 
also shows that increasing the supply of educated manpower will eventual- 
ly depress the returns to education, unless the human capital is effectively 
utilized and its productivity enhanced through innovations in products, 
processes and most decisively, in the world of work. Education needs to be 
complemented with sectoral policies that increase the effective demand for 
trained manpower in parallel with the growth in supplies. 

To illustrate the efficacy of education as an instrument for reducing 
poverty, the experiences of Malaysia and Indonesia are illuminating. In 
both cases, the economic growth made a substantial contribution, but 
increased schooling also played a vital part. Nearly 60 per cent of the 
Indonesian population was impoverished in 1970. By 1987 this had fallen 
to 22 per cent. The decline of poverty in Malaysia was comparable in 
magnitude. 


17. E.F. Denison, Why Growth Rates Differ (Washington, D.C.: Brookings Institution, 1967). 

18. Percentage shares of agriculture and primary school enrollment rates, drawn from a cross-section 
of 18 developing countries, were regressed on the percentage of population receiving the lowest 40 per 
cent of income. Both the estimated coefficients were insignificant. Other explanatory variables tested 
were inflation, population growth rate, GDP growth rate, percentage share of industry into GDP, 
percentage share of labor in the population, and percentage share of female labor. The results were 
insignificant. 

19. Trends apparent in the developed countries suggest that higher levels of education will be required 
by those seeking well-paid jobs in the service sector during the 1990s. See T.B. Edsall, "The Return of 
Inequality”, The Atlantic Monthly (June 1988). 

20. G.F. Papanek, "The New Asian Capitalism: An Economic Portrait", in In Search of an East Asian 
Development Model, eds. P.C. Berger and H.M. Hsiao (New Brunswick, New Jersey: Transaction Books, 
1988), pp. 65-74; and T. Scitovsky, "Economic Development in Taiwan and S. Korea", in Models of 
Development, ed. L. Lau (ICS Press, 1986), p. 140. Papanek also draws attention to labor force participa- 
tion by women. 
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Starting in 1974 the Indonesian government significantly increased its 
spending on primary education through the INPRES program, which has 
since invested Rp 3.7 trillion in school construction. The suspension of 
primary school fees in 1977/78 further improved access for poor families. By 
1987 net primary school enrollment rates had climbed to 95 per cent in the 
rural areas and were as high as 87 per cent even for the children of the poor. 

The Malaysian experience is equally striking. Close to 50 per cent of 
the population, with Malays predominating, fell below the poverty line in 
1970, a situation that generated political tensions and induced the govern- 
ment to launch the New Economic Policy (NEP) in the early 1970s. Spend- 
ing on education, which had accelerated in the mid-1960s, increased 
further in the early 1970s.and accounted for nearly 22 per cent of the budget 
during 1972-1977. The effects of this on the educational levels of the 
populace, especially Malay, has been far-reaching. Less than a quarter of 
all Malays had more than primary education in 1957 as against a third of 
the Chinese. Interracial parity was achieved in 1987 in the mean level of 
education for men (7.5 years) and women (6 years). In fact, Malays, both 
male and female in the age group 15—34, now have educational qualifica- 
tions superior to those of Chinese and Indian in equivalent cohorts. Better 
education has enabled Malays to increase their share of administrative and 
clerical jobs but also to raise their representation in managerial and 
professional streams. Although interracial income inequality among 
Malays remains high and the average incomes of the Chinese, who have 
much larger assets, is a fifth higher than those of Malays, absolute poverty 
has fallen significantly to about 19 per cent of the populace. 

All this has been conventional wisdom for some time, and so it is 
surprising that governments have evinced little enthusiasm for spending 
on education, perhaps because the lags tend to be long.?! Resources allo- 
cated to this sector are distributed regressively; too much for higher 
education, accessible to a privileged few, and too little for primary educa- 
tion that would aid the poor. An urban bias also deprives the needy rural 
populace of vital primary schooling. Furthermore, education policies fre- 
quently do not take cognizance of the private costs of public school. 
Transport, books, clothing and the time spent away from household or 
farming chores can impose insuperable burdens on the poor. And borrowing 
to pay for schooling is an option available to very few.?? 


High Levels of Fertility. High levels of fertility have a direct bear- 
ing on poverty: this association works in several different ways. À high 
birth rate translates into high dependency rates; it also means short 


21. A.M. Rivlin, "Income Distribution — Can Economists Help", American Economic Review, vol. 65, no. 2 
(May 1975), pp. 11-12. 

22. E. Jimenez, "The Public Subsidization of Education and Health in Developing Countries: A Review 
of Equity and Efficiency", The World Bank Research Observer, vol. 1, no. 1 (January 1986). 
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spacing between children and thus contributes to their poor mental and 
physical development. Repeated pregnancies translate into high rates of 
maternal mortality and morbidity; mothers in poor health are not able to 
provide the type of care children require and contribute to their poor 
development. 

The People's Republic of China is among the few developing countries 
that have used an active population policy to help alleviate poverty. Its low 
rate of population growth, by comparison with most other developing 
countries, is one important reason for its unusually favorable per capita 
income growth prospects and prospects for returning the incidence of 
poverty to a level much below that of the rest of Asia. The low rate of 
population growth was achieved through widespread female literacy and 
primary health care as well as strong birth planning policies. 


Environmental Degradation. It is now commonplace to associate 
poverty with environmental degradation. The dynamic is supposed to work 
in the following way. As the number of poor increases beyond the capacity 
of the land to provide them with subsistence, they move into marginal lands 
or into publicly owned forests. In the latter case, they begin to clear the 
forests to make room for cultivation. However, clearing trees from land, in 
particular in the tropical areas, has serious environmental consequences. 
Deprived of tree cover and subsurface growth, the land loses soil and 
fertility. Transfer of sedimentation occurs through brooks and rivers, 
causes floods and inundation and affects areas downstream of those imme- 
diately affected. 

This is indeed a vicious circle. As is now well recognized, the cost of 
environmental degradation is borne disproportionately by the poor. How- 
ever, it is now being appreciated that the poor, given proper title to the 
land to which they have moved, have a powerful set of incentives to prevent 
environmental degradation. 

The six factors identified above can be relatively quickly redressed by 
the right kinds of public policies, both macro and micro. In addition to the 
programs that aim to directly improve the productivity and incomes of the 
poor, structuring the right policy environment has an important impact on 
poverty redressal. 


Poverty and Its Reduction in the People’s Republic of China 


Among developing countries, the People’s Republic of China has been 
among the most successful in combatting poverty and lessening income 
disparities. It is instructive to review the factors responsible for the 
country’s success and also to examine the issues that have now emerged, 
issues that will challenge policymakers over the coming decade. 
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Relatively little is known about the degree of income inequality in the 
People's Republic of China during the first half of the century. A few sample 
surveys and the impressions gained by travellers paint a dismal picture of 
acute rural poverty in the north and northwestern parts of the country, an 
area frequently visited by famines. In the southern and eastern regions, 
the peasantry was better-off but income inequality was more pronounced. 
A series of nationwide surveys conducted by the government in 1954, 1955 
and 1957 provided the coverage as well as the details that were missing 
thus far. They indicate that the condition of the peasantry countrywide 
improved appreciably following land reform and the formation of coopera- 
tives during 1950-1956. By redistributing the assets of the richer land- 
owners, these measures assured all peasant households access to land and 
to farm implements. Àn official count of the rural populace in 1956 showed 
that about 15 per cent were gravely impoverished; nearly 30 per cent were 
adequately fed and clothed with the balance clustered around the poverty 
line that ranged from Yuan 40—50 in the mountain areas to Yuan 60—80 in 
South China.2? 

Over the next two decades, the government sought to lessen the 
incidence of poverty through the coordinated use of a number of policies. 
The consolidation of the commune system by the early 1960s eliminated 
landlessness, permitted the pooling of local resources and provided the 
organizational means for infrastructure building as well as the delivery of 
social services to all members of the work unit. Henceforth, the vast 
majority of the peasant households could obtain the minimum necessary 
health care and education services. In addition, the commune system also 
made available social security for those among the aged who had no one to 
care for them. Reduced income inequality, the provision of health and 
education services to all commune members, and social security for the few 
who could not rely on the economic support of family members profoundly 
affected the welfare of the peasantry. Communes mobilized labor to con- 
struct rural infrastructure and facilitated the diffusion of new agricultural 
technology. Both of these served to raise production, although the over- 
zealous implementation of ill-designed rural works could, on occasion, be 
counterproductive. The communization of the countryside did not result in 
eliminating income differentials between different provinces. Even within 
provinces, communes that had access to better land and other physical 
assets had higher per capita income.?4 

Industrialization strategy that encouraged the spread of rural in- 
dustry throughout the country and spurred the growth of new manufactur- 
ing centers in the central and western provinces increased employment and 
brought prosperity to the more backward parts of the country. The in- 


23. E.B. Vermeer, "Income Differentials in Rural China", China Quarterly, no. 89 (March 1982), pp. 2-7. 
24. S.J. Burki, A Study of Chinese Communes, 1965 (Cambridge, Mass.: Harvard University Press, 1969). 
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dustrialized east retained its lead, but the regional policies pursued in the 
1960s and early 1970s gave virtually every province a start at indus- 
trialization. The employment generated, linkage effects, the dissemination 
of skills and the creation of infrastructure, benefited the local populace to 
varying degrees, although in a static sense, the channeling of industrial 
capital to the interior resulted in some misallocation of resources. 

Redistribution of fiscal revenues by the central government reinforced 
the efforts at dispersing industry and enabled the poorer provinces to build 
social overhead capital and finance welfare programs aiding the poorest 
rural inhabitants. The fiscal mechanism was particularly powerful in the 
1970s when the central government collected over a third of the gross 
national product (GNP) through taxes and profit remittances and used the 
revenue surpluses of the coastal provinces to augment the resource base of 
the more disadvantaged parts of the country. Special funds for disaster 
relief, disbursed by the central authorities, have provided a safety net for 
the millions whose assets are imperilled virtually each year by floods, 
earthquakes or droughts. 

Urban poverty was checked and more or less eliminated by employ- 
ment guarantees and social security provisions that were in place by the 
mid-1960s. Local authorities in urban areas assured each individual with 
household registration a lifetime's job which brought a range of benefits. 
Although wages were low, urban workers obtained housing, transport and 
medical allowances, food subsidies and generous pension rights through 
their workplaces. Tight control over the movements of the populace en- 
sured that the authorities were able to minimize migration to the cities 
that would have threatened the full employment guarantee and strained 
the urban social security system. 

As a result of these policies, the People's Republic of China was 
unusually successful in limiting poverty and minimizing income disparity 
even though rural urban differentials remained sizable because of an urban 
bias in the development strategy and the restraint on migration. By the late 
1970s an estimated 200 million people still remained below the official 
poverty line. The number has been appreciably reduced over the past 
decade, principally through rural reforms, although rapid industrial growth 
stimulated by economic liberalization has also had an important role. 

By dismantling the communes and moving to the so-called respon- 
sibility system, the individual farm household was provided with a sub- 
stantial measure of autonomy as well as leasehold rights of between 15 and 
30 years. So long as the household fulfills its production contract with the 
state, it can use the land and labor at its disposal as it chooses. The 
responsibility system, together with the emergence of free rural markets, 


25. The methodology underlying official estimates for the late 1970s are unclear, hence this figure is not 
comparable with the statistics for the 1980s in Table 4. 
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provided cultivators with much needed incentives and flexibility. With the 
constraints on resource allocation and cropping patterns imposed by the 
communes stripped away, agricultural production bounded forward. Be- 
tween 1980 and 1984, it grew by 7.2 per cent per annum. 

While household contracting was one of the pillars of rural prosperity, 
the others were higher purchase prices for grain and other crops which 
sharpened incentives, parallel financial reforms that improved access to 
credit, and the development by rural authorities of industries to employ 
surplus agricultural labor and supplementary income. 

Industrial reforms, which increased enterprise discretion and the role 
of market forces, were introduced from about 1982 and led to a steep rise 
in gross investment and the rate of industrial expansion. The former 
climbed to nearly 38 per cent of GNP from 30 per cent in 1983 while the 
latter averaged 17.5 per cent a year during 1984—1988. The accelerating 
tempo of manufacturing activity multiplied job opportunities in the urban 
sector and pushed up the earnings of workers. Urban poverty has been 
drastically reduced, falling from 50 million in 1985 to 31 million in 1987. 


Poverty in China: A Statistical Picture. A clearer sense of the 
country's achievement can be obtained from Table 1. The distribution of 
rural households by current per capita income, recorded in Table 2 for the 
years 1978-1986, illustrates the striking and broad increase in rural 
incomes during the period. Average per capita rural income more than 
tripled, increasing from Yuan 134 in 1978 to about Yuan 426 in 1986. These 
nominal figures overstate the real increase in rural income, but even after 
correcting for inflation the increase in rural income and the reduction in 
absolute poverty are remarkable. Expressed in constant 1978 yuan, 
average per capita rural income increased from Yuan 134 in 1978 to Yuan 
240 in 1986, or by almost 80 per cent.?6 Using the government-defined 1986 
poverty line of Yuan 200, which is a reasonable approximation of the 
current cost of a minimum basket of food and other basic needs sufficient 
to maintain a subsistence existence, it is possible to estimate changes in 
the number of absolute poor for recent years. Correcting for inflation, the 
income distribution data indicate a decline in absolute poverty from about 
27 per cent of the rural population in 1979 to under 12 per cent in 1986 and 
a reduction in the number of rural absolute poor of more than 100 million 
people, from between 200 million and 220 million in 1979 to less than 80 
million in 1986.?7 


` 26. Deflated using the government's index of agricultural procurement prices, which increased by 77.5 
per cent during 1978-1986. 

27. It is estimated that about 27 per cent of the rural population of 790 million fell below the absolute 
poverty line of Yuan 115 (expressed in 1986 yuan) and about 11.3 per cent of the 1986 rural population 
of 620 million fell below Yuan 200 (expressed in 1979 yuan). 
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Table 2: Distribution of Rural Households by Per Capita Income 











(Percentages) 

Income Group 

(Current Yuan) 1978 1980 1984 1986 
Less than 100 33.3 9.8 0.8 1.1 
100-150 31.7 24.7 3.8 3.2 
150—200 17.6 27.1 9.4 7.0 
200-300 15.0 25.3 29.2 21.8 
300—400 = 8.6 24.5 21.7 
400-500 2.4 2.9 14.1 16.5 
500 and above a 1.6 18.2 28.7 
Average Income 134 191 355 426 
Gini Coefficient 0.32 0.26 0.27 0.31 


.. = not available. 


Note: The figures do not include the value of state and local transfer payments, Such payments significantly 
increase income levels of the poor, especially in recent years. 


Source: SSB, 1986 Chinese Statistical Yearbook (Beijing, 1987). Gini coefficients estimated in accordance with 
the assumptions about average household size and average income for each income group detailed in 
Annex 1. 


Based on assumptions regarding average household size and average 
per capita income within each income group, it is also possible to estimate 
trends in rural income disparity from these data. Estimated Gini coeffi- 
cients, which are positively correlated with income disparity, are reported 
in the bottom row of Table 2. These figures suggest that income disparity 
declined during 1978-1984 but has been increasing since that time and has 
now returned to close to 1978 levels. This trend in relative poverty is 
consistent with the decline in absolute poverty discussed above, since the 
reduction in the Gini coefficient during 1978-1982 was primarily the result 
of rising incomes among the poor, whereas the increase during more recent 
years was mostly the result of rapid income growth among above average 
income households. 


Location of Absolute Poverty. Most of the absolute poor reside in 
portions of several northwestern and southwestern provinces. This 
regional distribution of poverty is shown in Table 3, which summarizes by 
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Table 3: Population of Poor Counties by Province 








Number Number Number 
Population of Population of Population of 
(000) Counties (000) Counties (000) Counties 


Northeast 
Henan 8,154 14 2,210 4 1,953 3 
Shaanxi 2,847 16 226 2 63 1 
Gansu 2,065 8 701 8 241 1 
Ningxia 1,164 6 716 4 408 3 
Subtotal 14,229 44 3,853 13 2,665 8 
Southeast 
Sichuan 10,840 17 T A 
Guangxi 4,007 14 2,923 11 1,337 7 
Guizhou 2,079 6 565 1 565 1 
Yunnan 4,992 18 1,213 3 847 d 
Subtotal 21,918 55 4,710 15 2,749 9 
Other 
Subtotal 3,355 _10 859 3 539 2 
Total 39,502: 109 9,413 31 5,953 19 


.. = not available. 


Notes: Population data are from the official 1982 census and, therefore, understate 1984 population in these 
counties by about 3 per cent. "Other" provinces are Hebei, Shaanxi, Liaoning, Hilongjiang, Xinjiang,, 
Zhejiang, and Hunan. 


Source: 1985 Chinese Agricultural Statistics (Beijing: Agricultural Publication House, 1985), and Chinese 1982 
Census Data (Beijing: Chinese Statistical Publishing House, 1985). 


province the number and population of 109 counties which had average per 
capita income of less than Yuan 150 in 1984. In that year the population of 
44 poor counties in the four northwestern provinces of Henan, Shaanxi, 
Gansu and Ningxia accounted for about 35 per cent of the total population 
of these 109 counties. In the four southwestern provinces of Sichuan, 
Guangxi, Guizhou and Yunnan, another 55 poor counties accounted for 
more than 55 per cent of the total. À closer examination of the geographical 
distribution indicates that 77 of these poor counties were concentrated in 
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18 prefectures.28 While much remains to be learned about the location and 
causation of poverty in the country, it is evident that poverty in these 18 
prefectures is closely related to inadequate and highly variable rainfall in 
the loess plateau in the northwest (seven prefectures) and to remote and 
mountainous terrain in the southwest (nine prefectures) and in Henan (two 
prefectures in the Dabie mountain range).?? 

Urban poverty has been much less serious for the reasons mentioned 
earlier, but it is not insignificant. Table 4 presents two scenarios for urban 
as well as rural poverty using different poverty lines, each adjusted for the 
rate of inflation. 


Emerging Issues and the Future Strategy. Reform-induced growth 
of the economy has been largely responsible for the sharp drop in poverty 
over the past decade. A second round of reforms that maintains the 
economic momentum would for all purposes erase poverty from the central 
and eastern regions by the turn of the century. Industry-led expansion can 
greatly facilitate the effort of reducing poverty, but it must be comple- 
mented by a range of sectoral policies. 

The experience of other countries suggests that investment in educa- 
tion greatly improves income prospects. Although the literacy rate in the 
People's Republic of China is 73 per cent,and 97 per cent (1987) of the 
children in the relevant age cohort attend primary school, secondary, 
tertiary and vocational education has been neglected. Expenditure on 
education as a percentage of GNP was 2.27 per cent in 1987. Greater 
attention to training would enhance the supply of skills to industry and 
lighten the burden of poverty. 

For the poor in the northwestern and southwestern parts of the 
country, migration to industrial centers or richer agricultural areas is the 
only solution. As controls over migration have been relaxed during the past 
five years, movement to cities has already commenced. However, unless 
the flow is managed, many urban centers will be faced with severe over- 
crowding that will strain their infrastructure. The problem has already 
surfaced in cities such as Guangzhou. How to regulate intersectoral and 
interprovincial movement of people will pose a serious challenge to 
policymakers as they balance poverty alleviation against places for urban 
investment. 

The development of backward provinces has depended on fiscal trans- 
fers from the central government. These funds have helped modernize the 


28. Luoyang, Zhumadian, and Xinyang in Henan; Antang, Yanan, and Yulin in Shaanxi; Tianshui and 
Wuweiin Gansu; Guyuan in Ningxia; Wanxian, Fuling, and Yibin in Sichuan; Baisi and Hechi in Guangxi; 
Qiandongnan in Guizhou; and Zhaotong, Honghe, and Simao in Yunnan. 

29. In particular, this summary of poor counties in 1984 does not capture poor towns, villages, and 
households within counties with average per capita income above Yuan 150 and, since annual income in 
poor areas is greatly influenced by the weather in any given year, the list almost certainly excludes a 
number of very poor counties which benefited from unusually favorable weather in 1984. 
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Table 4: Poverty Lines Adjusted for Inflation and 
Estimates on Incidence of Poverty: A Summary 


1978 1981 1982 1983 1984 1985 1986 1987 


High Scenario 
Rural 
Poverty Line (Yuan) 127 208 220 257 270 
Household (96) 50.4 26.8 : 17.4 23.7 20.5 
Population (%) 18.4 21.4 
Number of Persons (million) 122.5 123.5 
Urban 
Poverty Line (Yuan) 250 268 286 330 375 455 506 
Household (%) 296 258 2.89 4.80 9.87 8.47 9.83 
Population (%) 13.03 11.6 
Number of Persons (million) 50.1 58.4 
Medium Scenario* 
Rural 
Poverty Line (Yuan) 156 169 176 179 183 200 212 228 
Household (%) 65.1 44.3 19.1 14.9 16.0 12.8 13.9 13.1 
Population (%) 13.1 13.8 
Number of Persons (million) 87.2 79.6 
Urban 
Poverty Line (Yuan) 279 314 320 327 335 875 401 436 
Household (%) 11.2 8.9 8.1 4.7 9.87 542^" 531^ 
Population (96) 13.03 6.24 
Number of Persons (million) 50.1 31.4 


a The medium scenario uses the official cut-off of Yuan 200 (1985) for the poverty line. The poverty line for 1986 
and 1987 is adjusted for inflation. Hence, there is some discrepancy between these figures and those indicated 
earlier. For purposes of illustration, a different cut-off is used to compute the figures for the high scenario. 


b Figuresin these years are not comparable with those of previous years because of the regrouping in the data. 


Source: E. Ahmad and J. Wang, "Poverty, Inequality and Policy in China" (Washington, D.C.: World Bank, 
Mimeographed). 


economies of these regions and eased the pressure to emigrate. Unfor- 
tunately, fiscal decentralization during the 1980s has sharply reduced the 
resources at the center's disposal and weakened its ability to conduct an 
effective regional development program. If the central revenue trends are 
not reversed, growth and job creation in the interior areas where most of 
the poor reside could begin to falter. 

Related to this is the pattern of development that has emerged under 
the decentralization approach to economic management. Coastal provinces 
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having a stronger industrial base, better infrastructure, abundant human 
capital and better overseas contacts have been pulling ahead of the rest. 
In the past, the central government would have funneled some of these 
gains to other regions through fiscal channels, and industrial linkages 
would have exerted more of a pull on interior provinces. Under the current 
circumstances, both fiscal and industrial linkages have been considerably 
attenuated. Unless migration establishes a new balance, income polariza- 
tion is likely to increase. 

In pre-reform People's Republic of China, communes provided various 
services and social security to the rural inhabitants while urban enter- 
prises catered to the needs of city dwellers. Such services made an impor- 
tant contribution to individual welfare. With the demise of the communes, 
access to health services in the rural areas has declined especially for the 
poor and the aged. Certain services that were provided without charge 
under the system of communes have to be paid for and this has further hurt 
the poor. Urban services remain largely intact, but unemployed migrants 
and the new breed of contract workers (permanent jobs are now available 
to a minority of new entrants) do not enjoy the range of benefits available 
to permanent employees. The coverage of unemployment insurance is still 
very limited and a centralized social security system is not in place as yet. 
There is no safety net for the migrants, and many of these could be rendered 
impecunious if the growth in jobs falters. While controlling the flow of 
people into the cities is important, it is equally necessary to reform and 
widen the social security system so as to cope with new realities. 

Lastly, the population policy by reducing dependency ratios has con- 
tributed toward poverty alleviation in the country. As the powers of the 
center have waned, this policy is being less rigorously enforced, particular- 
lyin the rural areas. While draconian measures are certainly undesirable, 
a fairly stringent family planning program will be needed if poverty is to 
be kept on the retreat. 








Socioeconomic Characteristics of 


Poverty: Macro and Micro Aspects 
Toshiyuki Mizoguchi* 


overty is one of the most important issues facing economic and 

social policy today. Many attempts have been made to classify the 

poor and analyze the causes of poverty. However, many unsolved 

puzzles remain due to the fact that poverty is multi-dimensional 
in nature, having originated from a diverse range of conditions. In addition, 
concepts of poverty have changed over the years.! In the early 1950s, when 
pioneer work on poverty was first undertaken by Rowntree and others, the 
poor were defined as families whose total (current) earnings were insuffi- 
cient to obtain the bare essentials for survival. 

If this definition is adopted, it is not difficult to calculate the minimum 
level of earnings, or the poverty line according to family composition. With 
the aid of health specialists, it is possible to determine minimum nutrition- 
al needs such as daily caloric intake, protein and fat-oil requirements. 
Menus can then be formulated to suit both dietary and budgetary 
parameters.? Calculations would be expanded when more sophisticated 
methods such as the linear-programming system are adopted.? Certain 
minimum expenses must be added to food expenditures, and though 
Rowntree tried to minimize such expenses, the cost of these for maintaining 
a minimum standard of living has increased over the years. 


* Director, The Institute of Economic Research, Hitotsubashi University. 

l. Forareview of these trends, see Robert Holman, Poverty: Explanations of Social Deprivation (London: 
Martin Robertson and Company Ltd., 1978). 

2. Such a calculation has been done by several governments in order to determine the poverty cut-off point 
for livelihood assistance. À notorious example could be found in the menu presented by the Ministry of 
Finance, Japan, depending on the assistance level. This was criticized as an unrealistic dish and was 
ironically named "Ohkurasho Menu (menu advised by Ministry of Finance)". 

3. Edita A. Tan and Virginia Holazo, "Measuring Poverty Incidence in a Segmented Market: The 
Philippine Case", Philippine Economic Journal, Poverty in Asia, Number 42, vol. 18, no. 4 (1979), 
pp. 460-492. 
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With the Kennedy Administration's declaration of war on poverty, 
research on poverty increased rapidly in the United States. At the same 
time, minimum expenses other than those needed to satisfy minimum 
dietary needs tended to rise. Such expenses included not only the minimum 
rent proposed by Rowntree and Lavers but also those for clothing, fuel, 
electricity and education.* Some analysts coined the term "basic need" to 
replace "minimum need". 

It is true that the definition of basic needs can change as general living 
conditions are improved, but we need only realize that these approaches 
involve a certain degree of subjective judgment. One option is to convert 
the minimum expenses for food to the minimum total household expendi- 
tures using the Engel coefficient.? This method was adopted to formulate 
the Livelihood Assistance Programs in the United States. Despite this 
method's pitfalls in a theoretical sense, it is simple and easily understood. 

Another problem concerns the correct incorporation of varying family 
size as a factor in formal definitions of poverty. When we define the poverty 
cut-off point for a standard family—a couple with two children under 12 
years— we need to estimate the corresponding cut-off points for other types 
of family composition. The simplest way is to use the per capita concept 
where we assume that the minimum per capita expenditure is the same for 
all types of households. 

However, it is clear that economy-of-scale plays a role in housekeep- 
ing. Furthermore, minimum per capita expenditure will vary according to 
the age distribution of family members. Regarding food expenditure, we 
use certain scales to define such expenditure according to various age 
groups in adult male equivalents. This kind of approach has been extended 
to expenditure other than food. This has been followed up by recent studies 
centered on the income scale. 

Studies tend to adopt two wider concepts in analyzing the poor. The 
. first concerns extension over time. A graduate student should not be 
identified as poor even if his current income is low, because he can expect 
higher future income. This suggests we should use permanent income, 
rather than current income, as the standard in poverty analysis. In addi- 
tion, if we extend the concept to fit a longer period, we encounter the issue 
of the perpetuation of poverty over generations, a factor which concerns 
sociologists in their analyses of social mobility among different strata. 

The second concept concerns the use of stock variables in addition to 
flow variables. Low-quality housing has been one of the symbols of the poor, 








4. B.S. Rowntree and G.R. Lavers, Poverty and Welfare States (London: Longmans Green, 1951). 

5. Usually, the Engel coefficient of average household expenditure is used to convert food consumption 
expenditure to total expenses. Because the coefficient in low-income households is higher than the average 
level, the cut-off point is expected to maintain the minimum consumption level for the poor. 

6. S.J. Pris and H.S. Houthakker, Analysis of Family Budgets (Cambridge: Cambridge University Press, 
1955). 
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with the rudimentary nature of housing materials also considered. We 
Should look at household-related infrastructure such as piped water or a 
communal source in cities. Financial assets of households are also vital to 
stabilizing one's livelihood, and since social security could be used to 
substitute such resources, we can treat social security funds as a kind of 

household asset.” 

These considerations suggest a need for new concepts regarding the 
definition of the poor. People believe they are poor, not because their stand- 
ard of living is low but because their standard is lower than that of others. 
This corresponds to the utility function adopted in the relative-income 
hypothesis concerning the consumption function developed by Modigliani, 
which in itself helps explain why the poverty line varies as the economy 
develops.? This approach has been used in Japan's Livelihood Assistance 
Program since the mid-1960s, with some percentage of average consumption 
expenditure of working households adopted as the cut-off point. 

Owing to the considerations mentioned above, two concepts have been 
widely used.? These are the concepts of absolute poverty and relative 
poverty. The former defines the poverty cut-off point by certain absolute 
standards, according to which a household is classified as poor when its 
family members fail to meet minimum daily dietary standards. Since the 
standard is uniformly applied over time across countries we can calculate 
objectively the number of poor. However, this method is not so suitable for 
long-term comparisons because the number of poor declines significantly 
over time.!° This difficulty is also evident in international comparisons 
spanning developed and developing countries. 

The concept of relative poverty requires data on income distribution. 
The simplest is to define the poor by the relative position of income 
distribution. For example, households at the bottom 5 per cent on the 
income distribution scale are deemed poor. Another method defines 
households as poor when their per capita income is lower than a given 
percentage of the country’s average value. These methods may most aptly 
reflect the concerns of common people, as the so-called poor exist not only 
in low-income countries but also in prosperous societies. Let us call the 
former the relative poverty definition Type 1, and the latter the relative 
poverty definition Type 2. I 


7. According to Ozawa, the "new poor" are defined by the relative scarcity of household assets, including 
personally owned homes. In fact, many urban households have complained that they cannot buy houses, 
owing to steep land prices. See Masako Ozawa, Consumption Age of New Strata (Shinkaiso Shouhi Jidai) 
(Nihon Keizai Shinbun, 1980) (in Japanese). 

8. Franco Modigliani and Richard Brumburg, "Utility Analysis and Consumption Function: An Inter- 
pretation of Cross-Section Data", in Post-Keynesian Economics, ed. Kenneth K. Kurihara (New Brunswick: 
Rutgers University Press, 1954). 

9. Peter Townsend, Concept of Poverty (London: Heinemann, 1970). 

10. See, for example, Toshiyuki Mizoguchi, "Statistical Indicators Defining Poverty Levels Using Japanese 
Experience", Philippine Economic Journal (1980). 
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In the relative poverty definition Type 1, the number of the poor is 
constant whether the economy grows, while according to Type 2 the number 
depends on what happens to income distribution. On the other hand, the 
number of the poor, according to the absolute definition, decreases as the 
economy grows. We should note that absolute and relative definitions of 
poverty are meant to complement, rather than substitute, one another in 
poverty studies. One's choice depends on the object of the study, and in the 
following discussion we shall use both the concepts. 


Method of Study and Statistical Data 


In this section, we will try to relate the concepts of poverty to statis- 
tical data. As noted previously, poverty problems are multi-dimensional in 
nature. The problems of absolute poverty essentially depend on per capita 
household consumption, and the growth of per capita gross domestic 
product (GDP) would tend to decrease the number of the poor. While 
economic growth helps, to some extent, in alleviating poverty, the high rate 
of population growth in developing countries often cancels out the effects 
of rising gross national product (GNP). 

A boost in social infrastructure is also needed to improve the lot of the 
poor, especially where housing and sanitation facilities are concerned. 
Livelihood, good health and job security depend partly on adequate housing 
and environmental conditions. 

Any poverty study requires the distribution of economic or social 
variables, in addition to macroeconomic ones. The poverty cut-off point can 
be determined by per capita household consumption on a household basis. 
The housing situation can be taken as another cut-off point. As the overall 
economy grows, people become not only concerned with their present living 
standards but also with those of the future. In this context, the distribution 
of household assets is also an important indicator in defining the new poor. 
In some developed countries, including Japan, there is debate as to how to 
define the new poor, or those households regarding themselves as the poor 
of an affluent society.!! Variables to be considered in poverty analyses are 
listed on the following page. 

The next challenge involves finding statistics on poverty. Since the 
poverty problem has been one of the most important issues in economic and 
social policymaking, many analyses of the poor have been carried out. 
These studies can be classified into two types, according to the kind of data 


as r 


11. Such a device has been adopted in recent studies on the consumption function. See, for example, M.S. 
Feldstein and A. Pellechio, "Social Security and Household Wealth Accumulation", Review of Economics 
and Statistics, vol 61, no. 3 (1979). 
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Concepts of the Poor and Major Related Variables 


Short Term Long Term 
Macro-Level Gross Domestic Product Social Capital 
Number of Population Human Capital 
: Social Security 
Household Assets 
Industrialization 
Regional Developments 
Micro-Level Household Income Lifetime Income 
Family Size Real Household Assets 
Number of Income Financial Assets 
Earners Human Capital 


Socioeconomic Status 


The first group consists of case studies on the poor.!? Similar studies 
are found in developing countries, and they are useful in defining families 
in low-income areas. Some of these studies investigate personal records of 
the poor to find the causes of poverty. Though these microeconomic case 
studies can provide basic information for attacking poverty, they are not 
sufficient for formulating macroeconomic policies. 

The availability of statistics on poverty problems improved sig- 
nificantly following World War II. Such data can be classified into macro- 
type statistics and sample surveys on households which provide a broad 
picture of the living conditions of the people and which have been used in 
most developed countries since the mid-nineteenth century. Since the 
1950s such data have gained currency in developing countries.!? 

Per capita income shown in U.S. dollars can be used to classify 
countries into developed and developing countries. Per capita caloric in- 
take, given in the Food Balance Sheet, indicates the level of overall nutri- 
tion. The enrollment ratio for elementary schools is important in 
estimating the number of the poor at a future date. Since. such data are 
relatively abundant in most countries, the macroeconomic aspects of pover- 
ty factors may be analyzed using such information. 


12. See, for example, Toshiyuki Mizoguchi, Laboring Poor of Japan in the Early Stage of Industrialization 
(Quezon City: Philippine Institute of Development Studies, 1982). 

13. There are great differences in the amounts of statistical data for areas under colonization before World 
War II. It was only since independence in most Asian countries that international comparisons using 
statistics could be applied. 
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However, macro-type statistics are not enough in themselves to for- 
mulate poverty policies. They do not give the number of the poor, nor where 
they reside or their precise poverty problems. To ascertain such factors, 
sample surveys of households are useful, and since World War II these have 
developed remarkably. 

In most developed countries sample surveys of household income and 
expenditures exist on a large scale. In the United States major surveys 
have been done every ten years since 1950. Income and expenditure data 
have been compiled by the International Labour Office and income distribu- 
tion data by the United Nations and the World Bank.!4 Since these surveys 
have been conducted on an irregular basis and do not include all surveys 
that have been done, it is rather difficult to make a comprehensive review. 

Since the early 1950s relatively large-scale surveys have been con- 
ducted in some Asian countries, including the various family budget sur- 
veys (or socioeconomic surveys) in the Republic of Korea; Pakistan; 
Philippines; Taipei, China; Thailand; and Sri Lanka.!5 In addition, the 
National Sample Survey was set up in India in 1952, and since the early 
1950s Japan has conducted annual surveys on urban families and farm 
households, including the Family Income and Expenditure Survey and 
Farm Household Survey. 

The number of family budget surveys has increased since 1960. Con- 
sidering that data given in such surveys are useful for studies on poverty, 
income distribution and consumer behavior, an attempt has been made to 
develop a database known as AIDA (Asia Income Distribution Analysis 
Database).1$ 


Macroeconomic Aspects of the Poor 


Here we examine poverty problems using macro-type data. This ap- 
proach is related to the definition of absolute poverty. Furthermore, the 
average level of indicators can provide a cursory picture of the poor, though 
poverty problems also depend on the type of income distribution, even if 
the absolute definition of poverty is adopted. While such presentation may 
be criticized for being too broad, it must be recognized that macro-type data 
are more abundant than cross-section data, though the latter are more 





14. International Labour Office, Bulletin on Family Budget Surveys: 1950-1960 (1961), Household Income 
and Expenditure Statistics, 1960-72, no. 2, (1974) and Household Income and Expenditure Statistics, 
1968-76, no. 3, (1979); United Nations, National Accounts Statistics: Compendium of Income Distribution 
Statistics (New York, 1985); and S. Jain, Size Distribution of Income: À Compilation of Data (World Bank, 
1975). 4 

15. References to Taipei, China are to the island of Taiwan. 

16. Yoshiro Matsuda, ed., AIDA Database (Institute of Economic Research, Hitotsubashi University, 1988) 
(in Japanese). 
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appropriate for poverty studies. This is especially true for intercountry 
comparisons. 

The standard of living depends largely on the general state of 
economic activity as reflected in per capita GDP in U.S. dollars. While 
admittedly the purchasing power parities (PPP) from the International 
Comparison Project (ICP) should be used instead of the foreign exchange 
market rates, the broad picture could be presented as in Table 1.17 The level 
of per capita GDP depends on the stage of economic development. The share 
of agricultural production in GDP correlates inversely with the per capita 
GDP in Asian countries, except for exceptional cases such as Hong Kong 
and Singapore. 

Countries with per capita GDP of $1,000 or more can be regarded as 
developed or "semi-developed". These include Iran, the newly industrializ- 
ing economies (NIEs) and some economies of the Association of Southeast 
Asian Nations (ASEAN). Other ASEAN economies are approaching these 
levels. In contrast, the South Asian economies and the People's Republic of 
China remain in the low-income category. Table 1 also shows the Engel 
coefficients (share of food in total consumption expenditure) taken from 
family budget data compiled for the AIDA Database. Since the coverage of 
these surveys differs from country to country, accurate comparisons are not 
possible. But figures in Table 1 do provide a sketch of real consumption 
levels supported by certain implications from per capita GDP. 

In considering poverty problems of the future, the growth rate of per 
capita GDP is also significant, and it depends by definition on two rates, 
i.e., the rates of real GDP and population growth. According to figures in 
Table 2, the growth rate of real GDP is high in the NIEs, which include 
Hong Kong; Republic of Korea; Singapore; and Taipei, China, as well as in 
the People's Republic of China, Malaysia and South Asian economies. 
However, owing to the high growth rate of population, per capita income 
has not increased significantly in countries other than the NIEs and the 
People's Republic of China. This suggests that population control is an 
important factor in solving poverty problems. Birth control schemes in the 
People's Republic of China are very interesting in this regard. 


17. The use of ICP encourages recognition of different features in international comparison. Purchasing 
power parities (PPP) for 1985 are shown by the United Nations. The ratios of PPP to the foreign exchange 
rate are shown in the form of an index (based on Japan - 100) as follows. 


China, People's Hong Korea, Thai- Sri 

Rep. of Kong Rep. of land India Iran Lanka 
PPP for GDP - 63.6 59.9 29.2 38.8 83.4 19.7 
PPP for Consumption 17.0 57.8 54.3 28.3 35.8 78.0 24.9 


The ratio is lower than when domestic prices are lower. The figures for foreign exchange rates are 
undervalued when the indices are low. The figure for the People's Republic of China is from T. Mizoguchi, 
H.L. Wang and Y. Matsuda, "A Comparison of Real Consumption Levels between Japan and People's 
Republic of China", Hitotsubashi Journal of Economics, vol. 30, no. 1 (1989). 
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s Table 1: Per Capita GDP, Growth Rate and Engel 
Coefficients in Selected Economies 














Agricultural Engel 
Per Capita Share in Coefficients 
GDP ($) GDP (%) (%) 
Australia 10,840 6.7 24.8 (1974/75) 
Bangladesh 150 50.1 65.1 (1983/84) 
China, People’s Rep. of 247° E 57.8 (1985) 
Fiji : 17.8 : 
Hong Kong 6,220 0.5 52.8 (1973/74) 
India 250 29.5 68.7 (1973/74) 
Indonesia 530 23.9 53.8 (1973/74) 
Iran 3,632 16.6 29.2 (1974/75) 
Japan 11,330 3.2 24.9 (1987) 
Korea, Rep. of 2,180 13.3 36.1 (1980) 
Malaysia 2,050 20.1 36.9 (1975) 
Myanmar 190 48.2 53.7 (1973/74) 
New Zealand 7,310 111 21.0 (1974/15) 
Pakistan 380 23.1 47.1 (1972) 
Philippines 600 27.0 59.5 (1971) 
Singapore 7,420 0.8 46.1 (1972/73) 
Sri Lanka 370 25.3 49.6 (1972) 
Taipei, China 3,144 6.0 37.6 (1980) 
Thailand 830 19.3 41.9 (1971/72) 
United States 16,494 2.3 17.5 (1973) 





. = not available. 


a Estimated from Y. Kosai, Án Examination of the National Accounts of the People's Republic of China (1984) 
for 1981 GDP. 


Source: For GDP, United Nations, National Accounts Statistics: Compendium of Income Distribution Statistics 
(New York, 1985); and for Engel coefficients, Yoshiro Matsuda, AIDA Database (Institute of Economic 
Research, Hitotsubashi University, 1988) (in Japanese). 
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Table 2: Growth Rates of Real GDP, Population and Per Capita GDP 





Growth Rates for 1980-1985 (90) 
RealPer Dependency 





Real Capita Rate of 
GDP Population GDP Population? 
Australia 2.81 1.43 1.36 43.9 
Bangladesh 2.93 2.20 0.72 51.1 
China, People’s Rep. of 10.04° 1.32 8.61 44.6 
Fiji 2.24 1.99 0.25 e 
Hong Kong 7.12 1.62 5.14 39.2 
India 5.30 2.19 3.05 47.0 
Indonesia 3.39 2.24 1.12 47.4 
Iran 7.30 2.28 4.96 51.3 
Japan 8.71 0.67 3.01 42.1 
Korea, Rep. of 8.15 1.53 6.25 37.1 
Malaysia 6.72 2.62 3.99 45.9 
Myanmar 5.49 2.83 2.58 48.4 
New Zealand 3.57 0.94 2.60 40.6 
Pakistan 6.32 3.09 3.13 53.4 
Philippines 0.44 2.42 —1.99 46.1 
Singapore 8.11 4.30 3.65 35.5 
Sri Lanka 5.13 1.14 3.36 E 
Taipei, China 6.51 1.65 4.78 42.5 
Thailand 5.45 2.06 3.33 42.6 
United States 2.94 1.00 1.93 42.9 





.. = not available. 


a The growth rate of commodity production sector. 
b Available years in 1977-1986 period. 


Source: For GDP, United Nations, National Accounts Statistics: Compendium of Income Distribution Statistics 
(New York, 1985). 


A direct indicator of poverty is nutrition. The most serious difficulty 
for the poor lies in the insufficiency of per capita food intake. However, 
using the Food Balance Sheet, the Food and Agriculture Organization 
(FAO) has estimated standardized food intake requirements which can be 
used for both time-series and cross-country comparisons. 

In Table 3 three indicators are shown for selected economies for 
1974—1976 and 1981—1983. The level of nutrition rose from the mid-1970s 
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Table 3: Nutrition Indicators in Selected Economies 





Caloric Intake Protein Intake Fat-Oil Intake 
(Calories/day) (Grams/day) (Grams/day) 


1974-1976 1981-1983 1974-1976 1981-1983 1974-1976 1981-1983 





Australia 3,805 3,882 99.9 97.0 124.0 187.4 
India 1,932 2,088 47.6 50.8 28.7 33.8 
Indonesia 2,058 2,401 42.3 51.1 30.0 35.5 
Japan 2,782 2,858 84.9 92.3 69.5 83.8 
Korea, Rep. of 2,755 2,804 75.6 76.5 29.4 40.1 
Malaysia 2,492 2,557 53.6 57.8 49.6 55.8 
Myanmar 2,134 2,464 55.2 65.1 32.8 36.6 
Pakistan 2,108 2,236 57.4 58.6 37.4 45.7 
Philippines 2,132 2,441 50.7 55.0 31.3 32.9 
Thailand 2,268 2,319 46.6 46.2 24.8 27.1 
United States 3,505 3,647 105.6 105.8 158.8 167.3 


Source: Food and Agriculture Organization, Production Yearbook. 


to the early 1980s in each case, and increases were significant in fat-oil 
intake. Since the desirable level of nutrition depends on the climate and 
working conditions, it is difficult to decide precisely the cut-off points for 
Table 2. However, Japan's health authority confirmed that Japan's 1980 
level of nutrition was fully sufficient and did not exceed by much the level 
needed to maintain good health. 

Taking 80 per cent of Japan's nutritional level in the early 1980s as 
the cut-off point, we find that caloric intake is relatively adequate in Asian 
countries, with the exception of India, Myanmar, Pakistan and Sri Lanka. 
In comparison with African countries, where the caloric intake is generally 
low, Asian countries are satisfying minimum dietary needs and avoiding 
starvation. However, two other indicators show that nutrition levels are 
not sufficient in most Asian countries. Only the Korean level exceeds the 
cut-off point for protein intake, and fat-oil intake falls below the cut-off 
point in all Asian countries, except Japan. But it is nonetheless encourag- 
ing that these indicators have risen remarkably in most Asian countries. 

While housing conditions are important indicators of poverty, statis- 
tical data are relatively scarce. In some countries research on housing 
conditions is done as part of population and housing censuses. These give 
not only average levels but also the distribution of number of households 
by specific indicators. In a growing economy, the increase of stocks tends 
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to depress the level of flow variables. This can be seen in the differing rates 
of improvement in consumption levels (a flow variable) and housing (a stock 
variable). Table 4 shows a long-term, country-to-country comparison for 
certain economies for which census of population and housing data are 
available. 

The first indicator is the distribution of households by type of home. 
Independent homes occupied by one family are most preferable, while 
apartments can be considered second best. Apartments or rooms with 
shared bathroom and kitchen facilities are considered the most rudimen- 
tary. Verandah dwellings, roof-top shacks and temporary structures con- 
stitute poverty housing. Then, there are some families occupying space 
other than that originally intended as residential. While the distribution 
by type of home is sufficient to compare long-term improvements, it is 
difficult to adopt for country-to-country comparisons because the definition 
of type of home differs from survey to survey. 

Ratios of the number of houses with certain facilities have been used 
to show the distribution of homes by quality. Quality factors include piped 
water supply, independent toilets, kitchens or independent baths, and 
facilities and equipment such as air conditioners. These facilities also affect 
health favorably. Some examples are given in Table 4 showing piped water 
supply, independent toilets and electricity. 

The second most important indicator for housing conditions is total 
area. Among the various indicators for space, the number of rooms per 
family member is often used. Since the average size of a room varies by 
country, figures should be used with great care, despite the fact that this 
indicator may depict trends. 

Figures for Japan have risen steadily since 1953, exceeding 1 in 1974. 
While figures for Taipei, China approach the levels for Japan, those for the 
People's Republic of China and Republic of Korea remain below 0.5. 
Although clear-cut figures may be available on housing space in some 
countries, including Japan, the number of such countries is too small to 
justify use of the space indicator for intercountry comparisons. In Japan 
the minimum housing requirements are set by the Advisory Committee on 
Housing Policies. While minimum standards have varied over the years, 
those for 1985 were: one bedroom per couple, bedrooms for children 12 
years and above, and dining-kitchen area to provide 12 or more square 
meters. In 1985 the percentage of households below this standard was 
about 10 per cent, according to the Housing Survey. This type of effort could 
be considered for a country-to-country comparison in the future. 

Education is also an important indicator in studying poverty 
problems. Since the level of education of an individual has a great impact 
on his future job opportunities, education is vital to relieving poverty in the 
long term. Enrollment ratios shown in Table 5 indicate the ratio of number 
of students to the population figure corresponding to the "regular educa- 


Socioeconomic Characteristics of Poverty: Macro and Micro Aspects 29 


Table 4: Indicators on Housing Conditions 


Percentage of 
Per Family Member Homes Having 
Floor Inde- 
Space Rooms Piped pendent Electri- 
Year (sqm) (Number) Water Toilets city 
Australia 1976 E 1.74 97.1 94.9 94.9 
China, People's Rep. of 1985 (Urban) 7.5 0.57 
1985 (Rural) 15.3 1.05 
Tran 1978 0.83 40.9 i 48.3 
Japan 1953 (Urban) 10.8 0.76 “3 - 100.0 
1963 17.3 0.91 67.8 89.1 100.0 
1973 19.2 1.16 86.9 94.1 100.0 
1983 25.6 1.48 94.0 99.7 100.0 
Korea, Rep. of 1970 10.6 m 26.6 à 28.4 
1975 Ç 0.50 - ES 49.9 
1980 " 0.50 51.2 98.4 
New Zealand 1981 a 2.00 97.1 94.9 94.9 
Pakistan 1980 5 0.28 12.6 T 30.6 
Sri Lanka 1981 te 0.48 8.0 66.5 14.9 
Taipei, China 1960 22 0.61 40.9 $ 94.0 
1975 12.1 0.68 50.3 57.5 94.0 
United States ` 1980 69.5 2.19 








.. = not available. 


Sources: Toshiyuki Mizoguchi, Yoshiro Matsuda and Do Hyung Kim, "A Note on Country-to-Country Comparison 
of Accommodation in East Asian Countries", Philippine Economic Journal (1980); and United Nations, 
Statistical Yearbook, 1984/85 (1988). 


tional ages". Therefore, it is possible the ratio exceeds 100 per cent where 
persons over the regular age boundary attend schools. Such a situation 
exists in the People’s Republic of China, where many adults are attending 
school to make up for missed educational opportunities in their youth. 
According to Table 5, the enrollment ratio at the primary level is 
satisfactory in the East and Southeast Asian countries. There are great 
differences in the ratios at the secondary level, which approach 100 per 
cent in developed countries and the NIEs such as Australia; Japan; 
Republic of Korea; New Zealand; Taipei, China; andthe United States, 
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Table 5: Indicators on Education 
(Percentages) 





Enrollment Ratio Literacy 
Year Primary Secondary Tertiary Ratio 


Australia 1985 97 86 29 99.7 
China, People's Rep. of 1985 123 39 2 69.3 
Fiji 1985 a i 85.5 
India 1985 F š " 43.5 
Indonesia 1984 98 40 7 74.1 
Iran 1985 " " X 50.8 
Japan 1987 100 93 32 3 
Korea, Rep. of 1986 92 96 32 - 
Malaysia 1985 100 53 8 78.4 
New Zealand 1985 106 85 85 - 
Pakistan 1985 47 17 5 29.6 
Philippines 1985 95 50 38 85.7 
Taipei, China 1985 100 91 18 90.4 
Thailand 1985 97 30 20 91.0 
United States 1985 96 90 57 95.5 


.. = not available. 


Source: United Nations, Statistical Yearbook 1984/85 (1988). 


while they are at 50 per cent or less in other countries. Since education is 
an essential part of developing quality workers, especially for high-tech 
industries, the expansion of education should be an integral part of future 
poverty policies. 

In contrast to education, which partly determines future patterns of 
poverty, literacy ratios are closely related to the present state of poverty. 
Illiterate people are found in rural areas and in poor urban neighborhoods. 
Illiteracy poses an obstacle to finding good jobs and is one of the most 
significant causes of poverty, especially in South Asia and the People's 
Republic of China, where it is widespread. 

In the developed or "semi-developed" countries, information on social 
security systems is also an important factor in considering poverty 
problems. In a less developed economy, the aged are usually supported by 
the traditional extended family system, or a mutual support system of the 
village. However, such traditional means of support vanish as an economy 
develops, as occurred in Japan in the 1960s. To compensate, governments 
have introduced the social security system and now play a role in protecting 
the aged from destitution. Social security also helps the ill and infirm 
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through the provision of medical financing. But generally, the social 
security system is not sufficient to cover all costs, so people try to accumu- 
late financial assets. In this sense, the financial assets of the household 
sector are also important for our purposes, but relevant data are scarce in 
the NIEs and developing countries. 

Since the social security systems differ from country to country, it is 
very difficult to make international comparisons. Table 6 shows great 
differences between developed and developing countries, not only in total 
social security expenditure but also in its composition. The ratio of social 
security expenses to GDP exceeds 10 per cent in developed countries, but 
this was low even in the NIEs in the late 1970s. 

In the early stages of economic development, medical support is very 
efficient in preventing poverty, as is found in the case of Japan in the 1950s. 
However, most developing countries, except Myanmar, have not followed 
this pattern. Pensions are a significant factor when the pension system 
covers most of the population, as is found in developed countries. However, 
in some developing countries the pension system extends only to relatively 
wealthy persons, such as government officials. 


Table 6: Indicators on Social Security 





(Percentages) 
Social Composition of Social Security Expenditures 
Security Industrial Unemploy- 


Expenditure Medical Accidents Pension ment Others 


Australia 1978/79 12.1 21.3 6.5 49.1 9.8 13.3 


Bangladesh 1977 0.3 8.4 12.0 79.6 _ _ 
India 1979/80 4.4 17.9 2.9 79.2 _ _ 
Japan 1979/80 10.9 53.7 1.3 35.4 6.0 1.3 
Korea, Rep. of 1979 1.9 28.9 15.5 42.8 _ _ 
Malaysia 1980 1.0 _ 5.4 94.6 _ _ 
Myanmar 1976/77 1.2 72.6 27.3 _ _ _ 
New Zealand 1979/80 14.4 37.2 2.4 51.3 2.1 7.0 
Philippines 1980 0.6 _ 35.3 64.7 _ _ 
Sri Lanka 1980 1.7 _ 6.3 99.7 _ _ 
United States 1979 12.1 27.6 7.2 59.3 5.9 _ 








— nil. 


Sources: International Labour Organization, Cost of Social Security, 1971-75, 1978-80. Figures for the Republic 
of Korea are taken from the estimates in Toshiyuki Mizoguchi, Yoshiro Matsuda and Do Hyung Kim, 
"A Note on Country-to-Country Comparison of Accommodation in East Asian Countries", Philippine 
Economic Journal (1980). 
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Micro Aspects of Poverty 


To examine the micro aspects of poverty, sample surveys on family 
income or expenditures are useful. After the adoption of an "absolute" 
definition of poverty, the first task is to calculate the number of households 
below the poverty cut-off point. Next, the characteristics of poor households 
should be clarified. For this purpose, tables must be classified, indicating 
both income or expenditures and various other household characteristics. 
If a "relative" definition is adopted, it is important to know the charac- 
teristics of households belonging to the poor group. 

Clearly, the most suitable data sets for our purposes are micro-data 
sets such as those compiled in the Luxembourg Income Distribution 
Studies Project (LIS).1? In this project, the micro-data files are composed 
of individual household records collected by sample surveys of households 
and compiled in the computer at the Statistical Bureau of the Luxembourg 
Government. While users are forbidden to examine data on individual 
households, for reasons of confidentiality, they can make use of the detailed 
cross-tables. These data sets cover most of the countries of the Organisa- 
tion for Economic Co-operation and Development (OECD), excluding 
Japan. Japan could not participate in the project owing to the Statistics 
Law, which prohibits the use of information from individual samplings, 
except when such is needed for official tables approved in advance by the 
Council of Statistics.19 However, the Economic Planning Agency of Japan 
has developed large-scale micro-data sets called MDS for its own use.20 

In most countries, where micro-data sets are not open to the public, 
we can fulfil our purpose only with the use of tables published in reports. 
But such information is very limited. While most survey reports show the ` 
figures for household groups classified not only by income or expenditure 
but also by certain household characteristics, they are restricted to one-way 
classifications. This is mainly because sample sizes are not sufficient for 
obtaining stable figures for more complex tables. 

In regard to surveys in Asian economies, only two survey reports could 
be found with income tables offering detailed classification by various 
household characteristics, i.e., National Survey of Family Income and 
Expenditure for Japan and Survey of Family Income and Expenditure for 
Taipei, China. However, distribution data giving household numbers by 
both income and certain housebold characteristics are available through 





18. Centre d'Etude de Population, de Pauvreté et de Politique Socio-Economique (CEPS), An Introduction 
to LIS, LIS-CPES Working Paper, no. 1 (1985). 

19. One devise used in overcoming these difficulties involves selecting subsamples from original samples 
to render the information unidentified. i 

20. Mitsui Jouhou Kaihatsu Kabushikigaisha, Keizai Kenkyuujo (MJKK), 1987 Report on Development of 
Distribution Statistics (Bunpu Toukei Kaihatsu Seibi Chosa) (1988) (in Japanese). 
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the reclassification of original databases in each country.?! Other data are 
very limited for other Asian and Pacific countries. 

According to the absolute definition of poverty, the number of poor 
households is larger under the unequal pattern of income distribution. This 
is also true for the relative definition under Type 2. In Table 7 a comparison 
is made with Gini coefficients. Since the inequality measures vary by 


Table 7: Measure of Income Inequalities and Urban-Rural 
(Farm/Non-farm) Income Differences 


Inequalities in Urban-Rural or Farm/Non-farm 
Income Distribution Income Differences 
Index Rural Share 
Survey Gini Survey (Urban of Poor 


Year Coefficient Year =100) Households (%) 


Australia 1978/79 0.375 ~ - 
Bangladesh 1983/84 0.361 1983/84 74.2 95.7 
China, People's Rep. of — 1981 0.295 1981 40.0* 97.2 
Hong Kong 1981 0.481 - - 
India 1973/74 0.370? 1973/74 75.6° 79.9° 
Indonesia 1978 0.500 1969/70 44.7 - 
Japan 1982 0.348 1982 131.9* 17.27 
Korea, Rep. of 1976 0.381* 1980 70.3* - 
Malaysia 1979 0.493 1971 49.1 88.3 
New Zealand 1979/80 0.449 1980/81 97.2 6.2 
Pakistan 1971/72 0.391 1971/72 65.0 65.1 
Philippines 1980 0.501 1971 48.1 88.6 
` Singapore 1977/78 0.432 1977/78 85.2 _ 
Sri Lanka 1980 0.417 1973 70.3 85.4 
Taipei, China 1980 0.303 1980 78.3° 55.9° 
Thailand 1979 0.480 1981 50.7 _ 
United States 1980 0.405 _ ~- 


— = nil. 

a Estimated from consumption expenditure data. 
b Estimated by H. Choo. 

e Farm/non-farm household income differences. 


Sources: United Nations, National Accounts Statistics: Compendium of Income Distribution Statistics (1985); 
Toshiyuki Mizoguchi, "Economic Development Policy and Income Distribution: The Experience in East 
and Southeast Asia", The Developing Economies, vol. 23, no. 4 (1985); and Yoshiro Matsuda, ed., AIDA 
Database (Institute of Economic Research, Hitotsubashi University, 1988) (in Japanese). 





21. United Nations, National Accounts Statistics: Compendium of Income Distribution Statistics (1985). 
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sample design, care must be taken in selecting data when multiple surveys 
are available in a country.?? 

Table 7 shows some differences in inequalities between economies. 
The Gini coefficients are low in East Asia, including the People's Republic 
of China; Japan; Republic of Korea; and Taipei, China. However, regarding 
the People's Republic of China there could be some reservations because if 
subsidies are factored in for urban households, the inequality coefficients 
may be raised.?? But it could be said that Japan; Republic of Korea; and 
Taipei, China with strong economic growth have maintained an equitable 
income distribution. In contrast, high coefficients are found in Hong Kong 
and Singapore. This reflects the regressive effects of rapid economic growth 
on income distribution found in most economies. 

It is interesting that a relatively equitable income distribution is 
found in South Asia. According to India's National Sample Survey, there 
are progressive changes, largely resulting from improvements within the 
lowest income group, in both urban and rural income distribution in that 
country.?4 Further examination is needed for Bangladesh, Pakistan and Sri 
Lanka. The Gini coefficients are high in Southeast Asia (Indonesia, 
Malaysia and Philippines). 

The data show that the larger the urban-rural income differences, the 
more regressive is the overall income distribution. These differences are 
important in the study of poverty because a large number of poor 
households tend to be concentrated in the rural areas in developing 
countries. The indicator for urban-rural income differences is defined as 
the index of average rural household income to urban household income 
(2100). Furthermore, the share of rural households has been estimated in 
the lowest 5 per cent income bracket of household groups. Since rural 
income includes the rural household consumption of agricultural products, 
valued according to approximate agricultural market prices, income dif- 
ferences tend to be exaggerated when the markets are segmented between 
urban and rural areas. f 

The indices in Table 7 show that the urban-rural income disparity is 
large in low-income economies, including the People's Republic of China 
and the ASEAN economies. The urban-rural disparity is one of the major 
causes of inequality in income distribution in these economies, and this 
means the poor are concentrated mainly in rural areas, as shown in the 


22. Foracomparison of various surveys and years in Asian countries, see Toshiyuki Mizoguchi, "Economic 
Development Policy and Income Distribution: The Experience in East and Southeast Asia", The Developing 
Economies, vol. 23, no. 4 (1985). 

23. Irma Adelman and David Subding, "Economic Policy and Income Distribution in China", Journal of 
Comparative Economies, vol. 11 (1987); and Toshiyuki Mizoguchi and Yoshiro Matsuda, "À Comparative 
Study on Income Distribution in People's Republic of China and India" (Paper presented at the International 
Symposium held at Hitotsubashi University, November 1989). 

24. Mizoguchi and Matsuda, op. cit. 
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rural share of poor households in Table 7. When rural populations flow into 
urban areas, they concentrate in specific neighborhoods. The experiences 
of Japan; Republic of Korea; and Taipei, China shed light on anti-poverty 
policies. Owing to the comprehensive land reform during the late 1940s and 
1950s, the relative rural income in these economies rose significantly. 
While relative income declined as these economies developed, the outflow 
of population from rural areas has been absorbed by the non-agriculture 
sector, where employment has increased in line with economic growth. 

Regional income differences are important factors in determining 
overall income distribution. Japan experienced progressive changes in 
income distribution in the 1960s, changes that had their origins in the 
decrease in regional income differences. It is not surprising that large 
regional income disparities are found in countries having vast areas, e.g., 
the People's Republic of China and India, or in archipelagic countries, e.g., 
Indonesia and the Philippines. Because the income level of each region 
depends on the level of development, the poor tend to concentrate in specific 
regions. Furthermore, it is not unusual to find regional differences in price 
levels.25 However, in this regard, it is difficult to make intercountry 
comparisons. 

Among the demographic variables, family size is an important factor. 
A large number of surveys by the United Nations provide tables classified 
by income and family size.?9 The family size factor affects poverty at two 
levels. First, given household income, an increase in family members 
depresses the real consumption level and raise the poverty cut-off point. 
Second, if the family size and number of earners are positively correlated, 
the negative impact on living standards is avoided to some extent. 

It is interesting that there is a similar pattern of relative household 
income by family size group, as shown in Table 8. Household income rises 
as the number of family members increases, but the slope of the regression 
line is not so steep, if we ignore the data on single-person households. Per 
capita income declines as family size increases. While there are great 
differences in development levels among countries, indices are very similar 
by family group size (see Table 8). The per capita relative income is high 
in one and two-family member households, declining sharply as family size 


25. The data on regional price differences are relatively scarce. In Japan the Statisties Bureau provides 
regional price indices. For example, indices are given by size of cities: 


1970 1980 
Major Cities 105.5 104.5 
Middle Cities 100.0 99.0 
Small Cities (pop. above 50,000) 97.0 97.5 
Small Cities (pop. under 50,000) 97.0 96.0 
Towns and Villages 94.7 95.7 


26. United Nations, National Accounts Statistics: Compendium of Income Distribution Statistics (New 
York, 1985). 
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Table 8: Relative Household Income by Family Size Group 
(Four-Person Households = 100) 


Family Size (Number of Persons) 


1 2 3 4 5 6+ 
Household Income 
Australia 1978/79 38.2 72.7 91.1 100 108.0 112.3 
Hong Kong 1981 41.1 78.1 88.9 100 108.1 129.4 
Japan 1984 43.5 71.6 94.0 100 107.4 120.8 
Korea, Rep. of 1981 " 71.6 82.7 100 108.3 123.8 
Philippines 1981 67.1 72.7 82.6 100 103.5 126.2 
Singapore 1977/78 iy 77.1 86.7 100 112.8 124.9 
United States 1980 40.7 77.8 90.6 100 104.5 102.9 


Per Capita Household Income 


Australia 1978/79 154.8 145.4 121.5 100 86.4 69.1 
Hong Kong 1981 164.7 156.1 121.5 100 86.4 69.1 
Japan 1984 173.9 155.4 125.3 100 85.9 74.8 
Korea, Rep. of 1981 š 155.2 110.3 100 86.7 70.8 
Philippines ` 1981 268.4 145.5 110.2 100 82.8 67.4 
Singapore 1977/8 3s 154.1 115.6 100 82.6 66.6 
United States 1980 163.2 155.5 120.8 100 83.8 63.3 


.. = not available. 


Source: United Nations, National Accounts Statistics: Compendium of Income Distribution Statistics (New York, 
1985). 


increases. Though some additional studies are required to explain 
similarities between diverse countries, it can be said that the demographic 
factors largely determine the number of income earners which in turn gives 
rise to similarities in relative income. 

The negative effects of family size have been recognized in the analysis 
of consumption levels. The simplest method of adjustment involves adopt- 
ing the per capita concept. This assumes that consumption levels rise 
proportionately as the number of family members increases. Such a 
relationship has been adopted in macro-level studies. In addition, some 
family budget surveys have classified households by per capita consump- 
tion or income, as is found in survey reports for Bangladesh, People's 
Republic of China, India and Pakistan. 
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But as has been pointed out, the economy-of-scale effect is found in 
household behavior." An example is shown in Table 9 using the 1959 
National Survey of Family Income and Expenditure for Japan. From tables 
classified by income and family size, the percentage of poor households by 
family size group can be obtained if the poverty cut-off point is determined. 
Two kinds of cut-off points are considered here. One is the usual method, 
depending on per capita income. The other is the income corresponding to 
the Engel coefficient of 50 per cent. 

To simplify the comparison, the former level covers s the same number 
of households determined in the latter standard: about 20 per cent of the 
total number of households classified as poor. The results are shown in 
Table 9. Also, the relative values of cut-off points are given for household 
income and per capita income for the Engel coefficient of 50 per cent. These 
can be compared with the values in Table 8. These suggest that the economy 
of scale is less significant than expected, so approximate per capita figures 
can be adopted in the micro-type studies. 

Another demographic factor involves the life cycle of households. 
Since family size is closely related to life cycle, a part of this effect has 
already been examined. The income disparities by age of household head 
show the lifetime income in some sense and are tolerable from the point of 


Table 9: Percentage of Poor Households by Family Size Corresponding to 
Per Capita Consumption and an Engel Coefficient of 50 Per Cent and a 
Relative Cut-off Point for the Engel Coefficient of 50 Per Cent 


Family Size (Number of Persons) 
2 3 4 5 6 7 8 
Percentage of Poor Households 


Per Capita Consumption 6.5 18.0 17.2 26.0 33.9 41.1 43.1 
Engel Coefficient 8.0 15.5 15.6 26.6 33.9 36.1 31.8 


Relative Cut-Off Point (Family Size of Four Persons = 100) 


Household Income 53.7 86.6 100.0 129.2 153.0 163.9 199.2 
Per Capita Household Income 114.6 115.4 100.0 103.4 102.0 93.6 94.4 


Source: 1959 National Survey of Family Income and Expenditure, Japan. 





27. Prais and Houthakker, op. cit. 
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view of social justice. The degree of inequality caused by life cycle changes 
in income was the Gini coefficient of 0.086, according to Japan's 1984 
survey; this means a Gini coefficient of 0.1 is acceptable to society. One 
problem concerns whether the type of life cycle differs by country. Accord- 
ing to the Figure, general patterns are similar, but the amplitude is more 
marked in developed economies than in developing economies. This can be 
explained by the share of self-employed households, in which the life cycle 
of income is not dominant. Future studies should encourage debate on 
lifetime income as it concerns poverty problems. 

The impact of socioeconomic factors in defining poor groups may now 
be examined. For this purpose, however, income-class tables by 
socioeconomic factors should be formulated, but since data are very scarce 
this analysis remains tied to a comparison of average income among 
Socioeconomic groups. The socioeconomic factors to be examined are educa- 
tional levels, race and religion, and occupational groups. 

As noted earlier, the educational level of household heads is important 
. not only in determining current income but also lifetime income and their 
children's future income. However, only current income differences are 
discussed here. Since most family budget data do not include information 
on the educational level of household heads, the comparison is restricted 
to the Philippines, Singapore and United States (see Table 10).28 While 
large differences are found in all countries, these seem to be more marked 
in developing than in developed countries. This could be related to the 
decline in wage variations by skill level as an economy develops. The 
distribution of households belonging to the bottom 5 per cent income level 
are also shown. 

Income differences by occupation are closely related to educational 
levels. However, since classification of these factors is different for family 
budget surveys, it is rather difficult to make direct comparisons. From the 
author's experience, surveys on wages are more useful than family budget 
surveys. 

In Table 11, a comparison between Japan and the People's Republic 
of China is shown by industry classification. While Japan's relative wage 
is high in the medical and finance professions where the average educa- 
tional levels are high, wage disparities are small in the People's Republic 
of China. This explains the equitability of income distribution in urban 
working households in that country. 

Sensitive issues are inherent in income differences between racial or 
religious groups, and serious income differences often cause social strife. 
One such example is found in the income distribution in Malaysia. It has 
been shown that income differences by race did not change much from 1957 





28. Questions on educational levels have not been included in most sample surveys because the Japanese 
are reluctant to answer such questions. 
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FIGURE 
Life Cycle Pattern of Households by Income 
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Note: The Japan survey covers only households with two or more family members and the Korea survey covers 
employee households with two or more family members. 


Source: Yoshiro Matsuda, ed., AIDA Database (Institute of Economic Research, Hitotsubashi University, 1988) 
(in Japanese). 
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Table 10: Household Income Differences and Share of Poor 
Households in the Number of Households by Educational Level 


Not 
Completed Completed Completed Completed 
1st Level ist Level 2nd Level 3rd Level 


Share of Number of Households (%) 


Philippines 1981 12.0 57.2 18.5 12.1 
Singapore 1977/78 15.2 38.5 44.2 3.1 
United States 1980 14.1 11.9 47.1 19.1 


Relative Income (Total=100) 


Philippines 1981 65.5 81.0 138.2 256.4 
Singapore 1977/78 79.5 75.9 117.2 257.6 
United States 1980 50.8 62.4 99.2 153.0 


Share of Poor Households (%) 


Philippines 1981 29.1 64.2 5.5 1.2 
Singapore 1977/78 10.0 22.1 67.4 0.2 
United States 1980 34.4 22.9 34.9 7.8 


Source: United Nations, National Accounts Statistics: Compendium of Income Distribution Statistics (New York, 
1985). 


to 1970, in spite of government policies to improve the national economy 
(see Table 12).29 However, care should be taken not to emphasize too much 
racial discrimination in the economic aspect, as income differences by race 
are closely related to other socioeconomic factors such as occupational 
patterns, educational levels and certain demographic factors. 

In regard to the role of the distribution of assets, poverty studies have 
implicitly assumed a strong correlation between income and household 
assets. A family is rich not only because its income is high but also because 
it has a large amount of liquid assets and a quality home. However, this 
simple hypothesis cannot be applied to the recent situation in Japan, where 





29. Ragaya Haji Mat-Zin and Ishick Shari, "Some Aspects of Income Inequality in Peninsular Malaysia", 
inIncome Distribution by Sector and Over Time in East and Southeast Asian Countries, ed. Harry T. Oshima 
and T. Mizoguchi (Council for Asian Manpower Studies and Income and Assets Distribution Projects, 
Hitotsubashi University, 1978). 
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Table 11: Relative Wage Level by Industry in 
Japan and the People's Republic of China 
(Manufacturing Industry - 100) 





People's Republic of China (1984) Japan (1983) 
Construction 119 Construction 105 
Trans-communication 112 Trans-communication 105 
Finance 100 Finance 134 
Education, Culture, Arts 101 Education 124 
Scientific Research 110 

Health, Social Security 97 Medical Field 142 
Commerce 88 Commerce 101 


Source: Toshiyuki Mizoguchi and Yoshiro Matsuda, "A Comparative Study on Income Distribution in People's 
Republic of China and India" (Paper presented at the International Symposium held at Hitotsubashi 
University, November 1989). 


the correlation is not so strong as to justify adopting a single indicator in 
the definition of the poor. The 1984 National Survey of Family Income and 
Expenditure gives household distribution by income and assets. The three 
variables may be defined as follows: 


i=1,2,3,4,5: income groups with equal number of households from 
low-income to high-income groups 

j=1,2,3,4: same kind of groups for financial assets 

k=1: homeowners 

k=2: non-homeowners. 


The families are identified by G,j,k). The distribution of households is 
shown in Table 13, which illustrates the scattered distribution. In this table 
the households of (5,4,1) may be identified as rich, and those of (1,1,2) as 
poor. But there remain margins of subjective judgment for other types of 
household groups. Thus, we need multi-dimensional data on both income 
and household assets to proceed with a more objective analysis of poverty 
in the future. 
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Table 12: Relative Household Income of Racial Groups in 
Malaysia, 1957 and 1970 


1957 1970 
Total Malay Chinese Indian Total Malay Chinese Indians 


Total 100 68 147 118 100 66 144 113 
Urban 150 126 161 139 165 129 175 162 
Rural 84 62 135 110 81 60 132 96 


Source: Ragaya Haji Mat-Zin and Ishick Shari, "Some Aspects of Income Inequality in Peninsular Malaysia", in 
Income Distribution by Sector and Over Time in East and Southeast Asian Countries, ed. Harry T. 
Oshima and T. Mizoguchi (Council for Asian Manpower Studies and Income and Assets Distribution 
Projects, Hitotsubashi University, 1978). 


Table 13: Distribution of Households by Income and Assets in Japan 
(Total Number =1,000) 


Income Financial Assets Groups (j) 
Group (i) 1 2 3 4 
Homeowner 1 594 296 221 133 
(k=1) 2 472 370 256 148 
3 419 448 372 213 
4 314 469 529 348 
5 166 306 545 808 
Non-homeowner 1 544 142 59 15 
(k=2) 2 386 221 116 25 
3 175 178 142 38 
4 84 94 115 52 
5 18 26 66 78 


Source: 1984 National Survey of Family Income and Expenditure, Japan. 
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Concluding Remarks 


An attempt has been made in this discussion to clarify the major 
features of the poor using available statistical data. It is hoped that this 
attempt will encourage further empirical research which, in turn, will help 
in the determination of appropriate social and economic policies. However, 
in general, statistical data are scarce, making it difficult to develop per- 
tinent and effective anti-poverty policies. 

The requisite detailed information on the poor requires sample sur- 
veys, but this may prove to be a burden for developing economies. In this 
regard, developed countries and international organizations have an im- 
portant role to play by providing technical and economic assistance for 
conducting surveys and relevant research studies. 


Employment Generation: The Long- 


Term Solution to Poverty 
Harry T. Oshima* 


he proximate causes of poverty are many, among them lack of 
land, insufficient education and skills, poor health, and other 
factors, and they are all related to employment in one way or 
another. À person without education or skills has difficulty find- 
ing work, and when he or she finds a job, it is likely to be low paying and 
of uncertain duration. Related to poor health are malnutrition and the 
inability to afford health care services, which in turn are linked to low 
income and joblessness. The situation is a vicious circle as those in chronic 
poor health find it difficult to hold on to jobs as they are unable to work 
with sustained vigor and efficiency. And without farm land, or with too 
little of it, the farm worker cannot find enough work through the year. 
Many of the manifestations and characteristics of poverty such as 
extreme poverty and inadequate housing are also related to employment. 
Families headed by females are among the poorest, mainly because they do 
not have a working adult male. Unemployed squatters cannot afford decent 
housing, while the landless farm worker must seek work when and where 
he can get it, having no farm of his own to gainfully occupy him. 
Moreover, the historic origins of Asian poverty are traceable to under- 
employment during the long dry months of the first half of the year when 
there are no monsoon rains.! Heavy rains in the second half of the year 
dump enough water on the land to enable paddy rice growing, the most 
labor-intensive staple agriculture. But the large labor force needed to tend 
the rice crop is left with little to do when the monsoon rains recede, leaving 
many Ásians without work for several months. This means that in order to 
subsist, some Asians must produce most of their food before the rains abate, 
making it necessary for farmers to raise large families to provide sufficient 





* Visiting Professor, School of Economics, University of the Philippines. 
1. For details, see Harry T. Oshima, Economic Growth in Monsoon Asia: A Comparative Survey (Tokyo: 
University of Tokyo Press, 1987), Chapter 1. 
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labor for larger yields. Historically, rice growing in Asia became increas- 
ingly labor-intensive, especially during planting and harvesting. Over the 
centuries, as farms became smaller and smaller as population growth 
outpaced the supply of arable land, densities rose and jobs became scarcer. 
Many of the young had to migrate to the urban sector to search for 
employment. 

In a sense, it is true that the poor cannot afford to be unemployed. 
Indeed, the poor will take almost any job even when the work is intermit- 
tent, of low productivity, poorly paid, and insufficient to meet daily food 
needs. Such jobs are usually found in the informal sector and can include 
hawking, a curb-side kiosk, cart-pulling, scavenging and other casual 
employment. And when these jobs cannot be found, the poor must rely on 
family and relatives or beg by the roadside. 

As noted, even when the poor do find work, it may not pay enough to 
live. This may partly reflect the menial character of these jobs, requiring 
no skills or little exertion. The low wage levels of unskilled work may be 
due to the large pool of unemployed workers which permits entrepreneurs 
to neglect improvement of efficiency and productivity. 

In contrast, under tight labor market conditions wages for even the 
unskilled are rising as business must compete for workers, and as wages 
improve so must efficiency and productivity in order to generate profits. 
This may entail the use of machines and equipment in place of labor, as 
will be discussed later on in regard to Japan and the newly industrializing 
economies (NIEs). Thus, employment generation can help reduce poverty 
by contributing to the rise in productivity and wage levels. The higher the 
level of employment, the quicker the incidence of poverty is reduced. This 
is not only because of higher wages but also because more women are 
employed, raising the number of working family members. And since the 
lowest income families benefit most from the employment of female mem- 
bers, income distribution tends to improve. 

This article first examines postwar trends in the incidence of Asian 
poverty, and this requires a discussion of the concepts used by various 
countries in compiling poverty statistics. It then presents trends in employ- 
ment, unemployment and underemployment and relates these to changes 
in poverty incidence. Finally, this article briefly outlines prospects and 
policy implications. 


Trends in Poverty Incidence 


A major obstacle in the study of poverty across nations is the 
difficulty of obtaining comparative statistics based on the same definition 
of poverty. Since the cut-off point separating the poor from the non-poor 
varies from country to country—and even within countries over time—and 
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cut-off points to render them comparable cannot be readily modified, 
unfortunately, comparisons of the levels of poverty incidence between 
countries or the percentage of the poor to the total population cannot be 
made. For example, the poverty incidence of about 40 per cent in India in 
1985 appears too low relative to that of 59 per cent in the Philippines in 
1985, even though income disparities are greater in the Philippines than 
in India. The poverty incidence of 29 per cent in Peninsular Malaysia in 
1980 is too high relative to 23 per cent in Thailand in 1980/81. In the case 
of the Philippines, per capita income is twice that of India; in Malaysia it 
was more than double that of Thailand in 1980.? The incidence of poverty 
may be seen as negatively related to the level of per capita income and 
positively related to its distribution. 

To get a rough comparative indicator of poverty incidence among 
countries, we may resort to the use of caloric consumption. The World 
Health Organization (WHO) has estimated that Asians must consume for 
health and well-being a daily minimum of 2,100 calories per capita. In 1986 
the FAO estimated calories from food balance sheets and came up with 
about 2,000 calories per capita for Nepal and Bangladesh; 2,200 for India; 
2,800 for Pakistan, Philippines and Thailand; 2,400 for Sri Lanka; 2,600 
for the People's Republic of China and Indonesia; and 2,700 for Malaysia.? 
These figures may appear to be quite high compared with WHO's require- 
ment of 2,100 calories, but the latter refers to intake or amount consumed, 
while the FAO estimates refer to calorie supply available, this usually 
being about 300 calories higher than the daily intake levels. Moreover, all 
these are averages, so that about half of the population is actually getting 
less than what the figures indicate. With these adjustments in mind, one 
may say that Nepal and Bangladesh are likely to have the largest incidence 
of poverty in Asia, followed by India, Pakistan, Philippines and Thailand, 
with Sri Lanka, People's Republic of China, Indonesia and finally Malaysia 
coming next on the scale.* 

East Asian countries such as Hong Kong; Japan; Republic of Korea; 
and Taipei, China may have virtually eliminated poverty, as may be 
inferred by the Singapore poverty incidence of less than 1 per cent in 
1982/83 (see Table 1).5 This is suggested by the per capita supply of over 
2,700 calories which has been sustained throughout the 1980s, indicating 
that even the lowest income groups in Japan and the NIEs have been 


2. The percentage of the poor in the total population, or the poverty incidence, ignores the persistence 
over time or how long poor families have been below the poverty line and the concentration of the poor 
in certain localities. The statistics on these are not available, but poverty appears to have persisted for 
a long time in certain sections of the country, as may be seen from studies of their characteristics. See 
M. Montes, "Some Notes on Low Income Groups in the Philippines" (Quezon City: School of Economics, 
University of the Philippines, 1985, Mimeographed). 

3. World Bank, World Development Report 1989 (New York: Oxford University Press, 1989). 

4. The calorie supply figures for Thailand appear too low, and those for Indonesia too high. 

5. References to Taipei, China are to the island of Taiwan. 
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satisfying their nutritional needs. With incomes rising throughout most of 
the. 1980s under full employment conditions, the additional amounts 
earned over the years by the lowest income groups may have been spent on 
other basic needs such as clothing, housing, education and health care. 
Additional spending also seems to have been for consumer durables. In 
Taipei, China only 25 per cent of households owned color TVs in 1976, but 
by 1987 only 4 per cent did not own color TVs. In 1976 only 40 per cent 
owned washing machines, but by 1987, 80 per cent owned this item. Such 
figures may explain why it has been difficult to find poverty data for these 
countries for the latter 1980s. The problem may have become of minor 
importance in Japan and the NIEs, and perhaps their governments have 
lost interest in the problem. The figures for last year for which data are 
available are 10 per cent poverty incidence for Taipei, China in 1975 and 
14 per cent for Hong Kong in 1976.9 

Table 1 shows that poverty incidence has been falling in all countries, 
including the Philippines wliere it was on the rise until 1985, when it began 
to decline. Data were not available for Sri Lanka, but it appears that 
poverty incidence was falling until the early 1980s and rose thereafter, 
despite welfare policies, because of the rise in unemployment and the 
emergence of civil disturbances in various parts of the country. Both by 
region and occupational category, poverty follows an uneven pattern and 
is concentrated in certain areas and occupations. For example, in the 
Philippines poverty incidence is highest in Bicol in the east, in the Visayas 
to the south, and in the northern part of Mindanao. In Thailand poverty is 
concentrated in the northeast, while in Malaysia it is highest in the eastern 
coastal areas, and in Indonesia on the island of Java. In India the states of 
Bihar, Uttar Pradesh, West Bengal and Orissa are the worst afflicted, while 
in the People's Republic of China poverty is concentrated in several of the 
northwestern and southwestern provinces. 

In nearly all countries the poor families in rural areas are found 
among landless farm workers, tenants and subtenants, backward tribal 
groups, and coastal fishermen, and in densely packed Java and 
Bangladesh, among landowners holding tiny plots of land. In the urban 
sector the poor are the squatters and slum dwellers and the unskilled 
workers who are unable to find work over prolonged periods. 

The various definitions of poverty are given in Table 1. To promote 
comparative studies—so that it is possible to say that nation (A) is more 
effectively eradicating poverty than nation (B), in the same manner as we 
compare the growth of economies—it is necessary to determine an interna- 
tionally standardized definition of the cut-off point. One way the cut-off 


6. See Cheng-Cherng Chen, "Changes in Poverty Indexes over Time and Censored Income Distribution 
in Taiwan (1964-1976)", and Lawrence L.C. Chau, "Economic Growth and Reduction of Poverty in Hong 
Kong", Philippine Economic Journal, Poverty in Asia, Number 42, vol. 18, no. 4 (1979), pp. 541-569 and 
570-615, respectively. 
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point is determined is to take some standard basket of commodities as being 
representative of a minimum level required for subsistence. However, the 
contents of the basket vary with different countries. The best method calls 
for the selection of a representative basket having a standard set of 
commodities, requirements and prices for the economy as a whole, but this 
is not easy to determine even for one country.’ And for several countries 
the problem is faced of international comparisons of price levels in which 
the nature, variety and quality of goods compared vary substantially 
because of tradition, climate and other factors. For country to country 
comparisons, a simple clear-cut concept is needed. 

This may be found in the minimum caloric intake required for health 
and well-being, which has been estimated for Asians to be 2,100 to 2,200 
calories.? It may be most appropriate to take 2,100 calories for most Asians 
since a 2,200-calorie intake applies to the requirements of somewhat larger 
built Asians. For simplicity, the other nutritional requirements such as 
that for protein may be disregarded as Asians consume enough protein in 
rice, beans and fish that comprise their daily food intake of 2,100 calories. 
The total food expenditures and incomes corresponding to an intake of 
2,100 calories are worked out (using the Engel coefficient) to get the poverty 
cut-off point for all countries.? Often countries take into account other basic 
needs such as clothing, housing and education, but poverty levels for these 
are difficult to define for an international standard definition as they 
depend heavily on specific climates and traditions, and so are better left 
out. In any case, food is the most basic of needs for the lower income groups, 
and unlike clothing and housing its consumption cannot be postponed. 

Food intake levels of 2,100 calories correspond to available food sup- 
plies, as estimated from the food balance sheets, of about 2,300 to 2,400 
calories. This may appear to be too high in defining the poor. But it must 
be remembered that the poor in developing countries do heavy manual work 
requiring substantial amounts of calories as their lack of education and 
skills bars them from better jobs. Perhaps, there may be a need for an 
alternative cut-off point which could serve as a broader definition of 
poverty incidence; this could incorporate deprivation in basic needs other 
than food plus a Migher calorie cut-off point. 





7. For the problems involved, see Edita A. Tan and Virginia Holazo, "Measuring Poverty Incidence in a 
Segmented Market: The Philippine Case", Philippine Economic Journal, Poverty in Asia, Number 42, 
vol. 18, no. 4 (1979), pp. 450-492. 

8. This amount is less than the amount required in an economy operating under full employment 
conditions but 2,100 calories suffices under the prevailing levels of underemployment. Full employment 
calorie requirements will be closer to 2,400 calories. 

9. Elsewhere, I have suggested a cut-off using the point in the size distribution of income where the 
Engel coefficient begins to fall. This can be the cut-off point for the "poorest of the poor”. Such a point 
no longer exists in Japan and the NIEs. 
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Trends in Unemployment and Their 
Relationship to Poverty Incidence 


Tables 2, 3 and 4 give data on unemployment and underemployment 
taken from censuses or from labor force surveys for non-census years. The 
unemployed may be considered as those without jobs who want to work, 
and the underemployed as part-time workers wanting more work during 
the week. 

Unemployment and underemployment have been generally falling in 
East Asia. These were high in the late 1940s and early 1950s, probably 
close to double-digit levels. In Japan; Republic of Korea; and Taipei, China 
many industries were bombed during World War II, and the disbanding of 
the armies left many without work. But unemployment dropped substan- 
tially to around 5 per cent in the 1960s, and then fell below 5 per cent in 
the 1970s when full employment was approached or attained, as both 
unemployment and underemployment were substantially reduced. 

In Southeast Asia unemployment fell in the 1970s when loans from 
the Middle East became available for employment-generating projects in 
the urban sector. But rural underemployment continued to be large. In 
South Asia both unemployment and underemployment were massive. 

Hong Kong and Japan were probably the first countries in Asia to 
attain full employment, probably by the late 1950s. As noted elsewhere, 
U.S. buyers came to Hong Kong and Japan in the early 1950s to place large 
orders for textiles, garments, toys and. other labor-intensive products 
needed by the large department and chain stores in the United States. In 
Japan's large rural sector, comprehensive land reform in the late 1940s 
promoted intensive cultivation, and in the 1950s extensive construction of 
irrigation facilities enabled peasant families to become fully occupied with 
the intensive cultivation of rice as well as non-rice crops during the drier 
season. Full employment was attained by the late 1950s when wages rose 
substantially and foreign buyers began making trips to Hong Kong and 
Taipei, China.1° 


East Asia. Poverty incidence in Hong Kong and Japan in the 1950s 
was probably reduced substantially with full employment. In Hong Kong 
immigration from mainland China was under control in the 1950s, but in 
the 1960s it began to increase and unemployment rose to a peak of 9 per 
cent of the labor force in 1975. Nevertheless, it was found that the poverty 
incidence fell sharply from 1963/64 to 1973/74.1! The factors behind this 
were the export boom which raised real wages in each industry, accelerated 
structural shifts to higher income industries and to higher occupations, a 





10. Oshima, op.cit., Chapters 4 and 6. 
11. Chau, op.cit. 
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Year 

1960 0.8 

1961 1.7 0.7 

1962 0.6 8.4 

1963 0.6 8.2 

1964 0.5 7.7 4.3 

1965 1.2 7.4 3.3 3.1 
1966 3.6 1.2 7.1 25.5 9.0 3.0 2.4 
1967 1.3 6.1 22.7 8.1 2.8 2.0 
1968 1.2 5.0 21.1 7.3 1.7 1.2 
1969 1.1 4.7 16.6 6.7 1.9 2.2 
1970 1.2 4.4 18.4 6.0 1.7 1.5 
1971 4.8 1.2 4.4 17.6 4.8 1.7 1.1 
1972 1.3 4.5 17.8 4.7 1.5 1.1 
1973 1.2 3.9 15.8 4.5 1.3 0.8 
1974 1.3 4.0 12.5 3.9 1.5 0.8 
1975 9.1 1.9 4.1 12.1 4.6 2.4 1.1 
1976 5.6 2.0 3.9 11.4 4.5 1.8 0.6 
1977 4.5 2.0 3.8 13.0 3.9 1.7 0.4 
1978 3.0 2.2 3.2 10.6 3.6 1.7 

1979 2.9 2.1 8.8 10.9 8.4 1.3 

1980 8.8 2.0 5.2 9.7 8.5 1.2 

1981 4.0 2.2 4.5 9.3 2.9 1.4 

1982 8.6 2.4 4.4 8.0 2.6 2.1 

1983 4.5 2.6 4.1 8.7 3.3 2.7 

1984 3.9 2.7 3.8 8.3 2.7 2.4 

1985 3.0 2.6 4.0 7.1 4.2 2.9 

1986 3.0 2.8 3.8 10.4 6.5 2.7 

1987 1.8 2.8 3.1 4.7 2.0 

1988 1.4 2.5 8.4 1.7 


Table 2: Unemployment and Underemployment in East Asia as 
Percentage of Labor Force 
(A = unemployment and B = underemployment) 


Hong Kong Japan Republic of Korea Singapore Taipei, China 
A A A B A A B 


No entry indicates data are not available. 


Sources and Notes: 


1. 


Hong Kong: Asian Development Bank, Key Indicators of Developing Member Countries of ADB (July 1989); 
and Lawrence L.C. Chau, "Industrial Growth and Employment in Hong Kong", Philippine Economic Journal, 
vol. 15, nos. 1 & 2 (1976). 

Japan: Harry T. Oshima, Strategic Processes in Monsoon Asia’s Economic Growth (Tokyo: University of 
Tokyo Press, 1987), Chapter 5, Table 4. 

Republic of Korea: Harry T. Oshima, Strategic Processes in Monsoon Asia's Economie Growth, Chapter 5, 
Table 4; and Asian Development Bank, Key Indicators of Developing Member Countries of ADB (July 1989) 
for 1988 data. Underemployed-employed persons working less than 36 hours. 

Singapore: Harry T. Oshima, Strategie Processes in Monsoon Asia’s Economic Growth, Chapter 5, Table 4. 
Taipei, China: Harry T. Oshima, Strategic Processes in Monsoon Asia’s Economic Growth, Chapter 5, Table 
4; and Asian Development Bank, Key Indicators of Developing Member Countries of ADB (July 1989) for 1988 
data. Underemployed-employed persons working less than 36 hours (42 hours prior to 1969) as paid workers 
or who worked more than 15 hours (18 hours prior to 1978) but less than 36 hours as unpaid family workers, 
but both intending to work longer hours. 
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Table 3: Unemployment and Underemployment in Southeast Asia as 
Percentage of Labor Force 
(A = unemployment and B = underemployment) 


Indonesia Malaysia Philippines Thailand 

Year A B A B A B A B 
1960 6.3 

1961 6.4 

1962 0.3 6.5 

1963 0.3 4.6 

1964 0.3 6.4 

1965 0.2 6.2 

1966 0.2 7.0 

1967 0.1 7.7 

1968 0.1 7.9 

1969 6.7 

1970 7.5 7.6 

1971 6.8 5.3 15.0 0.2 
1972 6.3 9.6 13.3 0.5 
1973 5.7 1.6 12.1 0.4 
1974 5.2 4.8 10.1 0.6 
1975 6.9 2.0* 4.2 13.3 0.4 
1976 2.3 45.0 6.1 5.0 10.6 0.8 
1977 2.3 6.1 4.5 17.4 0.9 
1978 2.5 5.4 4.2 19.6 0.8 
1979 3.3 5.4 4.2 1.0 
1980 1.7 38.0 5.6 2.4? 5.0 20.9 0.9 
1981 2.7 4.7 5.3 23.9 1.1 
1982 3.0 4.6 6.0 25.5 2.3 
1983 2.0 5.2 5.4 29.8 8.0 
1984 2.0 5.8 7.3 36.4- 2.9 
1985 2.1 6.9 8.2" 12.1 22.2 8.6 
1986 2.2 12.7 8.3 11.5 28.4 3.5 
1987 2.2 8.2 9.1 

1988 8.1 8.5 


No entry indicates data are not available. 
a For Peninsular Malaysia only. Unemployment for Peninsular Malaysia is 5.3 per cent for 1970, 6.7 per cent 


for 1975, 5.6 per cent for 1980 and 6.7 per cent for 1985. 


Sources and Notes: 


1. 


Indonesia: 1962-1968 data from Asian Development Bank, Key Indicators of Deueloping Member Countries 
of ADB (1971); and 1976-1987 data from Asian Development Bank, Key Indicators of Developing Member 
Countries of ADB (July 1989). Underemployment data from S. Hasibuan, "Labor Force Growth, Structural 
Change and Labor Absorption in the Indonesian Economy" (Paper presented at the Asian and Pacific 
Development Centre (APDC) Conference, Kuala Lumpur, Malaysia, December 1 and 2, 1988). 

Malaysia: Unemployed data for 1970-1974 from Asian Development Bank, Key Indicators of Developing 
Member Countries of ADB (July 1984); 1975-1988 data from Asian Development Bank, Key Indicators of 
Developing Member Countries of ADB (July 1989). Underemployment data from Abu Bakar Karim and Tham 
Ah Fun, "Trends in Employment, Unemployment and Underemployment in Malaysia" (Paper presented at 
the APDC Conference, Kuala Lumpur, Malaysia, December 1 and 2, 1988). Underemployment is officially 
defined as working less than 25 hours a week and wanting additional hours of work. 

Philippines: Edna Reyes, "The Philippine Labor Market: 1956-1986" (Paper presented at the APDC 
Conference, Kuala Lumpur, Malaysia, December 1 and 2, 1988); and for 1988 data from Office of the 
Administrator, National Statistics Office, Labor Force in the Philippines, Special Release (Manila, 1989). 
Underemployment: includes those employed who express preference for additional work. In 1988 data for 
underemployment include those who worked less than 40 hours. 1985-1988 data for unemployment from 
Asian Development Bank, Key Indicators of Developing Member Countries of ADB (July 1989). 

Thailand: Lamduan Pawakaranond and Kosit Panpiemras, "Employment Strategy for Accelerated Growth: 
Thailand" (Paper presented at the APDC Conference, Kuala Lumpur, Malaysia, December 1 and 2, 1988). 
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Table 4: Unemployment and Underemployment in South Asia as 
Percentage of Labor Force 
(A = unemployment and B = underemployment) 


Bangladesh Myanmar Pakistan Sri Lanka 
Year A+B A A B A 
1960 
1961 
1962 ‘ 
1963 7.6 
1964 1.0 
1965 1.1 
1966 1.2 
1967 1.4 
1968 0.7 1.6 . 
1969 . 0.8 1.8 14.0 11.0 
1970 1.0 2.0 8.3 13.4 
1971 38.1 1.7 1.8 7.2 18.7 
1972 36.7 1.6 2.1 8.4 
1973 41.0 1.6 1.9 13.3 
1974 38.2 1.8 1.8 
1975 41.0 2.3 1.7 4.8 13.4 
1976 38.2 3.1 2.1 
1977 40.1 3.2 2.6 
1978 38.1 3.5 3.1 15.9 
1979 38.1 4.3 3.6 13.0 14.7 
1980 38.5 4.4 3.7 15.2 
1981 27.4 2.9 3.7 16.6 
1982 25.4 2.7 3.8 
1983 26.8 2.2 3.9 14.0 
1984 11.8 1.7 3.8 
1985 11.9 1.3 3.7 9.2 
1986 12.0 3.7 9.4 18.3 
1987 3.1 10.0 
1988 


No entry indicates data are not available. 
Sources and Notes: 


1. Bangladesh: Unemployed and underemployed were combined from Asian Development Bank, Key Indicators 
of Developing Member Countries of ADB (1984) for 1970-1974 data and Asian Development Bank, Key 
Indicators of Developing Member Countries of ADB (July 1989) for 1975-1987 data. 

2. Myanmar: 1970-1974 data from Asian Development Bank, Key Indicators of Developing Member Countries 
of ADB (1984) and for 1975-1987 data from Asian Development Bank, Key Indicators of Developing Member 
Countries of ADB (1989). 

3. Pakistan: Mohammad Irfan, "Economic Development and Labour Use in Pakistan, 1947-1986" (Paper 
presented at the APDC Conference, Kuala Lumpur, Malaysia, December 1 and 2, 1988). Underemployment: 
worked less than 35 hours during the reference week. 

4. SriLanka: E.K. Masinghe, "Trends in Employment and Unemployment, Sri Lanka" (Paper presented at the 
APDC Conference, Kuala Lumpur, Malaysia, December 1 and 2, 1988). 
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boost in number of earners per family with the increased availability of jobs 
for women and the young, and the shift from short-term casual and 
seasonal employment to longer term employment status. 

The point to note is the emphasis placed on the improvement in the 
quality of employment which occurred with a tightening of the labor market 
in the form of movements to better-paying industries, higher occupations 
and more permanent jobs, not to mention rising real wage rates and more 
employment for women and the young.!? Thus, the relation between pover- 
ty incidence and employment goes beyond unemployment rates, which may 
rise as they did in Hong Kong to a record 9 per cent in 1975. The explanation 
for this lies in the fact that poverty is a household phenomenon, and 
unemployment may be rising, but if the labor force is growing rapidly, 
employment is also likely to be rising with the number of earners per family 
not falling, and those employed bringing home larger incomes. In the 1980s 
Hong Kong, like Japan and the other NIEs, was faced with severe labor 
shortages and began to bring in workers not only from mainland China but 
also from the Philippines, an indication that even the lowest paid local 
workers were too affluent to take low-paying jobs in construction, res- 
taurants and households in Hong Kong. The point at which household help 
becomes difficult to hire is a sign of full employment and reduction in 
poverty. 

In Japan the number of families spending more than 50 per cent of 
their incomes on food (the Engel coefficient) fell from one-half of all families 
in 1955 to one-fourth in 1960. Japan, unlike urban Hong Kong, had first to 
solve the problem of rural poverty which was extensive in the prewar 
period. This was done by comprehensive land reform in the late 1940s 
which not only gave land but also credit and other services to cultivators. 
More work became available with more intensive cultivation and multiple 
cropping, and off-farm jobs became available in the dry months. But 
peasant incomes grew rapidly in the 1950s not only because of more jobs 
but also because of increased productivity resulting from increased use of 
fertilizer and insecticides and mechanized plowing and harvesting. By 1960 
only 2 per cent of farm households were spending more than 50 per cent of 
income on food, compared with 34 per cent in non-farm households, with 
farming incomes higher than those of the latter. 

In the 1960s and 1970s the development of heavy industries and 
technology-intensive industries generated jobs which were better paid than 
those in the labor-intensive industries of the 1950s. Poverty was also 
reduced as higher wages and jobs in higher paying industries and occupa- 
tions became available, and earners per family began to rise as more female 
members joined the work force, as in Hong Kong. In Hong Kong poverty 





12. Ibid. 
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was reduced not only by more work opportunities but also by better-paying 
employment in industries where productivity was rising rapidly.!? And as 
Hong Kong experienced, low-paying jobs such as those in construction and 
restaurants cannot be filled by local workers who can find plenty of better 
positions. Thus, prolonged and sustained full employment produces labor 
shortages which must be filled by foreign. workers from lower income 
countries as local workers seek better employment. 

The mechanism behind this involves the faster rise of real wages over 
returns on capital which induce farmers and entrepreneurs to substitute 
capital for workers and thereby raise productivity and upgrade industries 
and occupations. Poverty is reduced much more rapidly after full employ- 
ment levels are reached, and if growth proceeds on a full employment path 
for long enough, as it has done in Hong Kong and Japan, poverty can be 
virtually wiped out. Also, after a prolonged period of extremely low levels 
of unemployment, as in Hong Kong during the 1960s and the first half of 
the 1970s, a slight increase in unemployment rates, as in the 1980s, is not 
likely to make any impact on poverty incidence because of accumulated 
savings, other wealth accumulation and social security benefits. 

Taipei, China reached full employment in 1968 when unemployment 
and underemployment fell to 2 per cent. The proportion of the poor and the 
poverty index peaked in 1968 and began to fall with full employment until 
1973 when both began to rise. Unemployment reached its lowest level in 
1973 and then began to rise from that year, peaking in 1975.!5 Taipei, 
China attained full employment in the late 1960s, about the time when the 
multiple-cropping index reached a peak of 1.9 crops per hectare. This high 
level of cropping generated jobs not only in agriculture but also in non- 
agricultural occupations through higher purchasing power for urban 
production. Taipei, China was able to grow with the tight labor market it 
had experienced since 1968, and wages rose rapidly as capital-labor sub- 
stitution accelerated, as had occurred in Japan a decade earlier. The 
uniqueness of Taipei, China's full employment growth pattern lay in the 
low level of underemployment which stemmed from the high cropping ratio 
providing employment during the dry months. 

The Republic of Korea and Singapore attained full employment some- 
. what later than Hong Kong; Japan; and Taipei, China, mainly due to the 
political confusion in Singapore in the 1950s and the war in the Republic 
of Korea. But Singapore hurried to catch up through a massive public 
housing and infrastructure program which not only generated jobs for the 
unemployed but also provided housing for slum dwellers. Poverty incidence 


13. In both Hong Kong and Japan in the 1960s, poverty groups such as fishermen in Hong Kong and day 
laborers in Japan existed even though they were fully employed. 

14. Oshima, op.cit. 

15. Chen, op.cit. 
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in Singapore declined sharply in the 1970s as a result of accelerated 
employment generation which reduced unemployment levels by nearly 
one-half and put the economy on a full employment growth path in the 
latter 1970s (see Table 1). Average weekly earnings in all industries, 
including construction, doubled during the 1970s as productivity rose.16 

The ravages of the Korean war set back economic progress by half a 
decade, but rapid growth later enabled the economy to catch up by the end 
of the 1970s when unemployment levels fell to the 3 per cent level. Un- 
employment increased to 5 per cent during the global recession of 1980, but 
later rapid progress whittled this down to a record low of 2.5 per cent, 
attained in 1988. The Republic of Korea's slower progress in poverty 
eradication, compared with Taipei, China, is also due to its premature shift 
into a range of costly heavy industries in the 1970s which left little for 
developing irrigation and other rural infrastructure for agriculture, there- 
by retarding the growth of diversified agriculture and the reduction of 
underemployment.!" After 1985, when full employment was reached, real 
wages began rising at a rate of 6 per cent per year and poverty incidence 
probably fell below the 5 per cent level of 1982. The Sixth Five-Year Plan 
(1987—1991) has placed high priority on developing pensions, medical care 
and other aspects of the social security systems.18 

Unlike in the NIEs, the People's Republic of China has been able to 
achieve low levels of poverty even though per capita incomes have been low, 
which implies that it has reduced poverty not by growth but by redistribu- 
tion. Before the 1980s there was a drastic reduction in income disparities 
through the establishment of uniform urban incomes, land reform and farm 
collectivization, guaranteed employment, and other strategies. In the 
1980s, however, peasants were allowed to move out of the villages and 
encouraged to supplement their agricultural incomes by working in towns 
and in rural industries. Off-farm incomes began to rise rapidly. Poverty 
incidence in the very large rural sector fell by more than one-half from 1979 
to 1986, as the peasants found an additional source of income to supplement 
that from agricultural production, though the latter also rose rapidly in the 
1980s.19 The slowdown in population growth, always important in the 
reduction of poverty in all countries as it affects the lower income groups 
most, was of special importance to the People's Republic of China where 
the total fertility rate fell drastically by one third from the late 1950s. But 


16. See Department of Statistics, Economic and Social Statistics, Singapore 1960-1982 (Singapore, 
1983). 

17. See "Multiple Cropping in Asian Development", Philippine Economic Journal, Special Issue, nos. 1 
and 2 (1975). 

18. Data from Revised Sixth Five-Year Plan (Seoul, 1988). 

19. Urban poverty is said to be negligible, partly because of per capita incomes double those of rural 
incomes, subsidized food, and nearly free hospital care. See World Bank, Poverty Alleviation, vol. 2, 
Report of the Poverty Alleviation Task Force, Country Profile (Washington, D.C., 1988). 
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in the last few years many changes have occurred, and cracks in the "iron 
bowl" are appearing as workers are being fired to speed up economic growth 
at the expense of equity, indicating that there may be a trade-off between 
growth and equity. 


Southeast Asia. Malaysia, having the higher per capita income, 
probably has the lowest incidence of poverty. Its daily supply of 2,700 
calories per capita places it at a level not far from the 2,800 calories level 
of Japan and the NIEs. Malaysia's poverty incidence has declined impres- 
sively from 49 per cent in 1970 to 17 per cent in 1987, with substantial 
drops noted in the 1970s. By 1984 it declined to 18 per cent as unemploy- 
ment fell from 7.5 per cent of the labor force in 1970 to 3.6 per cent in 1983. 
Poverty incidence rose to 24 per cent in 1985 when the recession pushed 
up unemployment rates to 6.7 per cent. 

Poverty levels are low due to a number of factors. Rural underemploy- 
ment is low, unlike in other countries in Asia, because there is a mini-mon- 
soon in the early months of the year which, together with summer rains, 
brings enough rain throughout the year to sustain perennial crops such as 
rubber and oil palm trees. Moreover; most of Malaysia's soil is too loose and 
sandy to hold water for rice paddies, which take up only a small portion of 
the country's total farm land. Hence, Malaysia is not as densely populated 
as other countries, and agricultural land per farm population is one of the 
largest in Asia.?? Accordingly, Malaysia's farm sector is one of the richest 
and most productive in monsoon Asia. Nevertheless, because the economy 
is more reliant on exports of rubber, palm oil, tin and electronic components 
to Western markets than other South and Southeast Asian countries 
(except Singapore), it is subject to frequent and sharp fluctuations in gross 
national product (GNP), employment and poverty incidence. 

In order to reduce poverty throughout the 1970s and into the early 
1980s, Malaysia generated work for rice peasants by double-cropping 
through irrigation and drainage programs, expanding the size of farms 
through land clearing and resettlement, and establishing a very large 
number (about 100) of industrial estates and free trade zones with in- 
frastructure to attract local and foreign enterprise, especially in textiles 
and electronics.?! 

To raise incomes, fertilizer and rice prices were subsidized for rice 
peasants, ownership of boats and modern equipment for deep-sea fishing 
was promoted, replanting and rehabilitation, together with intercropping . 


20. Harry T. Oshima, "Agricultural Diversification in Philippine Deyelopment Strategy", Philippine 
Review of Economics and Business (September-December 1987), p. 193. 

21. H. Osman-Rani, "Employment and Poverty Eradication Projects: Malaysia's Experience after Inde- 
pendence," Philippine Review of Economics and Business, vol. 24, nos. 3 and 4 (September-December 
1987), pp. 273-321. 
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of small coconut farms, were encouraged, and extension, processing and 
marketing facilities and credit assistance were made available to all 
farmers. 

Although unemployment continued to be high, registering about the 
level of 8 per cent even in 1988, more than 70 per cent of the unemployed 
were young high school and university graduates under 25 years, most of 
them jobless for less than a year. Those unemployed for more than three 
years comprised only 5 per cent of the total unemployed. Thus, the impact 
of unemployment on poor families was not large and poverty fell. In 
addition, efforts were made to shift educational emphasis from academic 
to vocational and technical education, while in-service training in firms 
was encouraged through a double tax deduction incentive scheme.?? The 
low levels of poverty in Malaysia are also related to the existence of 
plentiful land combined with a minimal degree of tenancy and casual 
landless workers. 

In Thailand poverty has also been declining over the decades, with the 
exception of 1985/86 when unemployment rose. During the first half of the 
1980s the rise in poverty was due to the impact of the oil shock slowing 
down GNP growth, and more importantly to the decline in farm prices from 
1981 to 1986. The rise in poverty incidence in 1985/86 was found only in 
the rural sector as it continued to fall in the Bangkok area.?? Unemploy- 
ment has been low in Thailand for some time, and as a result poverty has 
also been declining in Bangkok since unemployment is largely an urban 
phenomenon. The poverty of the rural sector is concentrated mainly in the 
northeast and north where lack of irrigation during the dry months leaves 
many without much work. It is difficult to obtain underemployment data 
from the Thai labor force survey, but a World Bank report nonetheless 
shows it to be very large, even as much as 20 per cent of the labor force.?* 

The Fifth National Economic Plan (1982-1986) aimed at alleviating 
rural poverty by generating jobs during the dry season through rural public 
works, with some 1.2 million jobs created through 160,000 projects.?5 But 
this effort was not enough to counteract the sharp decline in farm prices, 
and poverty incidence rose to 29 per cent in 1985/86. The Sixth Plan 
(1987-1991) initiated creation of off-farm jobs by promoting light in- 
dustries in the rural areas. Poverty alleviation was further boosted by the 


22. Government of Malaysia, Mid-Term Review of the Fifth Malaysia Plan, 1986-1990 (Kuala Lumpur, 
1989). . 
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(TDRI Foundation, 1988). 

24. World Bank, Thailand: Growth with Stability, Report No. 6036 TH, vol. 2 (Washington, D.C., 1986), 
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improvement of farm prices and exports from 1987, and employment op- 
portunities rose as a large number of foreign enterprises came to Bangkok. 

The Philippines began the postwar era with a rebellion of poor 
peasants, most of whom were tenants and landless workers. The roots of 
poverty in the country date back to the Spanish period when the landed 
oligarchy emerged with the takeover of land from free peasants, forcing 
them into various types of tenancy. By 1948, 27 per cent of arable land was 
cultivated by tenants.2 Population grew rapidly as poor peasants tried to 
increase their incomes in the only way they could, with a larger number of 
earners. The surplus population moved into the cities, but jobs were 
difficult to find because the capital-intensive and inefficient industries 
failed to expand. This situation, which started from the early period, 
continued up to the 1980s. In the first half of the decade, mismanagement 
of the economy, among other things, led to a negative per capita growth for 
four years from 1983. 

Poverty incidence rose from 28 per cent in the 1960s to 59 per cent in 
1985. Average farm size fell from 3.6 to 2.6 hectares, the number of tenants 
rose from 682,000 to 872,000 and the number of landless workers from 0.9 
million to 1.3 million. This implied that the amount of available work per 
worker during each year was dwindling, giving rise to increased under- 
employment. Many went to the cities but were unable to find jobs as the 
capital-intensive industries were unable to expand. Real average income 
of underemployed workers fell in 1985 and 1986.27 

Poverty incidence fell from 59 per cent in 1985 to 49 per cent in 1988 
as the employment and income situation somewhat improved. The 1988 
Family Income and Expenditure Survey reported an increase of incomes in 
real terms of 12.5 per cent over 1985 for the nation as a whole and for every 
region; the share of wages and salaries in total incomes rose from 30.6 per 
cent to 36.3 per cent. The Engel coefficient (food expenditures) declined 
from a share of 51.9 per cent in 1985 to 50.8 per cent in 1988, with a larger 
decrease in rural than urban areas.?? The real growth rate of gross domestic 
product (GDP) rose from a negative 4.8 per cent to a positive 4.7 per cent 
in 1987 and 6.4 per cent in 1988. 

Underlying the improvement in incomes was the decline in unemploy- 
ment, which fell from 12.1 per cent in 1985 to 8.5 per cent in 1988. 
Underemployment also began to fall from the second quarter of 1986 and 
throughout 1987 and 1988, both in urban and rural areas.?? Average real 


26. Montes, op.cit. It was found in interviews that the tenants of today were descendants of those 
dispossessed in the prewar period. 

27. World Bank, The Philippines: The Challenge of Poverty, Report No. 7144-PH (Washington, D.C., 
1988). 

28. Data from National Statistics Office, "Highlights of the 1988 Family Income and Expenditure 
Survey", Preliminary Results (Manila, 1989). 

29. See Office of Administrator, National Statistics Office, Labor Force in the Philippines, Special Release 
(Manila, 1989). 
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family incomes and employment rose from 1985 to 1988 in the regions with 
the heaviest concentration of poor families, namely, Bicol, the Visayas and 
western and central Mindanao.?9 

The occupation groups with the lowest intake of calories and protein 
were service-related workers, including maids, houseworkers, launderers 
and the like; hunters and loggers, including tribal groups; and small-scale 
fishermen, sales workers and some groups of laborers. Most of these groups 
generally consume a daily intake below 1,700 calories, according to the 
1987 Nutrition Surveys.?! If a daily intake of about 2,100 to 2,200 calories 
is required for Asians, as WHO suggests, then an intake of 1,700 calories 
would signify that these workers were either not working full time or were 
completely unemployed, since working full time at such low intake would 
have soon resulted in illness, putting them out of work. 

Underlying the lack of sufficient work in the rural areas was the 
maldistribution of land. It is not so much the scarcity of arable land such 
as in Indonesia (Java) and Bangladesh, but its access that has been the 
problem in the Philippines. In 1975 there were 1,000 hectares per farm 
worker in the Philippines, compared with 400 hectares per farm worker in 
Bangladesh, Indonesia (Java), Republic of Korea and Nepal, 700 hectares 
in Japan and 800 hectares in Nepal.?? According to a World Bank report, 
farms of 10 hectares or more comprised 33 per cent of total arable land in 
the Philippines, 28 per cent in India, 13.5 per cent in Indonesia and 9 per 
cent in Japan, with Taipei, China having no such farms at all.3? Because 
the poor worked with insufficient land and little in the way of irrigation, 
credit, extension and other services, the amount of work needed on farms 
was insufficient for the growing labor force, and off-farm jobs were scarce.?4 

In Indonesia poverty incidence has been falling consistently since 
1970, when it was 57 per cent, having declined to 27 per cent in 1988. One 
factor behind this was the low level of unemployment in the 1970s and 
1980s, and the reduction of rural underemployment. The most significant 
contribution to poverty alleviation was given by the rural development 
program in the 1970s and 1980s. Agricultural product grew by 4.2 per cent 
per year between 1976 and 1984—the highest in East and Southeast 
Asia—with the use of high-yielding varieties and subsidized fertilizer, and 
employment grew by 3 per cent during the 1970s, contributing nearly 30 
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32. Food and Agriculture Organization, FAO Production Yearbook 1976 (Rome, 1977). 
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Working Papers, no. 112 (Washington, D.C.: World Bank, 1971). See also World Bank, The Philippines: 
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34. See also World Bank, op.cit., p. 21, for the regression results showing that changes in underemploy- 
ment have the largest influence on the earnings of the poor. 








62 Asian Development Review 


per cent to the increase in total employment.?? Employment in rural as well 
as in urban construction projects has increased during the dry season. 
Farm family women now work in trade and service occupations when 
unable to work on the farms, and off-farm incomes are rising. The increase 
in tree-crop production has also raised off-farm jobs through expansion of 
processing industries. Transmigration from Java to the outer islands in the 
1980s had raised incomes of transmigrants who had found more work on 
the larger farms outside Java. 

The increased employment resulting from rural development has been 
favorable to the lower income groups in rural areas. A study of income 
distribution between 1969/70 and 1981 shows that the share of personal 
income of the lowest income groups, the bottom 40 per cent, in the rural 
sector rose from 19.4 per cent to 22.2 per cent, while the share for the higher 
groups declined.38 


South Asia. It is surprising that, in general, poverty incidence has 
been falling in most of the economies of South Asia, despite sluggish growth 
in this region. The exceptions may be Myanmar and Sri Lanka where civil 
strife has disrupted economic activities. There is not much in the way of 
reliable information from Myanmar, but official estimates of per capita 
GDP growth indicate that it was zero from 1986 to 1988. In Sri Lanka GDP 
growth was only 1.5 per cent, with unemployment rising from 13 per cent 
in 1973 to 18 per cent in 1986. It was estimated that in 1978 poverty 
incidence, namely, households having less than 300 rupees per month at 
their disposal, considered by the government to be the minimum amount 
needed to meet basic human needs, was 64 per cent.?? Poverty incidence 
probably fell during 1963-1973 when the Gini coefficient fell from 0.49 to 
0.41 under extensive welfare policies which covered heavily subsidized 
food, medicare, housing, transport and other items. But poverty incidence 
rose after 1973, with the Gini coefficient rising to 0.49 in 1978/79, and then 
to 0.52 in 1981/82. The Engel coefficient rose from 52 per cent in 1969/70 
to 70 per cent in 1981/82.38 

It is not likely that poverty incidence has declined since 1981/82 as 
the per capita food production index dropped from a peak of 102 in 1985 to 


35. World Bank, Indonesia: Strategy for Economic Recovery, Report No. 6694-IND (Washington, D.C., 
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37. See H.N.S. Karunatilake, "Incidence of Poverty and Changes in the Pattern of Consumption 
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See U.S. Agency for International Development, Country Development Strategy, Sri Lanka (Washington, 
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91 in 1988.?? Sri Lanka has tried to overcome poverty with many welfare 
policies which have attempted to aid the low-income groups through hand- 
outs. The huge subsidies have been financed through heavy taxation of 
British-owned plantations, which have been left with little to invest and to 
create jobs. Nor have the inefficient industries, most of them government- 
owned, been able to generate much employment. Young people, educated 
for white-collar jobs, have refused to take blue-collar work, opting instead 
to live on unemployment relief payments. Thus, welfare policies intended 
to eradicate poverty have become the source of poverty. 

No country has more poor people living below the poverty line than 
India, where about a quarter of a billion live below the line. The rural poor 
Spill over into the cities, arriving as squatters and later becoming slum 
dwellers. Without land reform the villages are dominated by the landed 
oligarchy, and the dispossessed become landless workers, who eventually 
arrive in the cities. Furthermore, urban jobs are scarce as too many 
resources have been put into capital-intensive, poorly managed large in- 
dustries such as those in Sri Lanka and to some extent in the Philippines.*° 
Most find low-paying casual or domestic work, or provide hawking, ped- 
dling and other low-paying services. 

The rural poor, making up about four fifths of the total poor, are 
uneducated, underemployed or landless, and spend about 70 per cent of 
their income on food.*! In 1986 and 1987 agricultural production declined 
because of drought, but the decline was more than compensated in 1988 by 
a bumper crop, suggesting that poverty must have declined substantially 
in 1988. The decline in poverty in the 1980s has been largely the result of 
a shift to a liberalized, deregulated industrial policy and greater attention 
to agricultural development. 

The unemployment concepts used in Indian surveys are different from 
those found in others. One study estimates that in 1983 unemployment and 
underemployment affected about one fourth of the labor force. An equally 
important factor underlying poverty is the low productivity characteristic 
of those performing menial jobs in urban centers and on marginal, small- 
sized farms. Since poverty incidence is müch greater than the extent of 
unemployment and underemployment, it is the low-income levels typical of 
existing work that are responsible for the poverty of some of the population, 
especially for the tribal groups and the lowest caste of "untouchables".4? 
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Poverty incidence in Bangladesh rose in the 1960s and early 1970s as 
unemployment increased, but it declined from 82 per cent in the early 1970s 
to 52 per cent in 1985/86. The fall in poverty incidence was largely due to 
the drop in unemployment and underemployment, from levels as high as 
41 per cent of the labor force in 1973 to 12 per cent in 1986. But severe 
floods in 1987 and 1988 may have caused a rise in poverty, as the agricul- 
tural production index fell from 114 in 1986 to 109 in 1988, with agricul- 
tural GDP dropping from Taka 39.3 billion in 1986 to Taka 38.4 billion in 
1988.4? 

Jobs have been generated through the construction of infrastructure 
for agriculture and various public works and food programs. In addition, 
rising agricultural productivity increased acreage and cropping intensity, 
and higher real wages for unskilled workers in agriculture and industry 
have raised purchasing power and demand for the products of cottage and 
service industries. Increased employment and wages have affected day 
laborers and others below the poverty cut-off, including female workers 
heading the poorest households and who are badly discriminated against.** 
All this has contributed to the expansion of employment in handicraft and 
service occupations. 

Pakistan's poverty problems are less serious than those of other 
countries in South Asia. Lying outside the main monsoon zone, it is not as 
densely populated. The average size of a farm is around 5 hectares, instead 
of the usual 1 or 2 hectares, and the wheat crop is much larger than the 
rice crop. Rainfall is the lowest in Asia. Poverty in rural Pakistan fell 
throughout the 1960s and into the 1970s. No data are available for the 
1980s, but poverty may have risen in the first half of the decade when 
unemployment and underemployment increased, although such a rise 
would have been moderate as Pakistan was better-off through the first half 
of the 1980s than other countries in Asia. For example, its average growth 
rate of 7 per cent between 1980 and 1986 was better than that of India. 
Unemployment in Pakistan has been falling since 1985, and the country 
was the leading beneficiary of job openings in the Middle East during the 
late 1970s and early 1980s when about 7 per cent of its labor force 
emigrated and remitted a portion of their earnings to families in Pakistan. 

The highest poverty incidence is found in Bangladesh and Nepal which 
have the lowest available per capita calorie supply largely due to insuffi- 
cient work, given meager farm lands.*? Income inequality has also been 
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found to be high, with a Gini coefficient of about 0.6 in the rural sector and 
0.5 in the urban sector. Besides its meager natural resources, Nepal is 
hampered by a feudal land tenure system. Open unemployment was found 
to be nearly 6 per cent, and of the days available for work per family 63 per 
cent were underutilized in the rural sector and 45 per cent in the urban 
sector. The Planning Commission, using a per capita income of $110, 
estimated poverty incidence to be 42 per cent. A higher figure of $200 would 
mean an incidence of 60 per cent, and if the poverty cut-off point used for 
Malaysia were adopted, the figure would be higher than the average per 
capita income of the whole of Nepal. In the current Plan, poverty eradica- 
tion by the year 2000, through the extension of irrigation for increased 
multiple-cropping and the development of labor-intensive industries, is a 
principal goal, along with a rural public works program. Under the present 
Plan, Nepal has enjoyed greater success than in the past, with the economy 
growing at a rate of 4.7 per cent from 1980 to 1987, or more than double 
the 2 per cent figure for the previous decade. 


Prospects and Implications 


In summary, poverty in most Asian countries is rooted in an insuffi- 
cient and inadequate use of the work force, and where the labor force is 
fully utilized poverty has been virtually eradicated, as in Japan and the 
NIEs. The latter countries have demonstrated that poverty can be eradi- 
cated even in resource-poor monsoon Asia, indicating that the fatalistic 
attitudes of those who feel that the poor will always be with us are 
unjustified. 

The main mechanism by which Japan and the NIEs have alleviated 
most of their poverty has been by sustaining full employment over long 
periods. Without sustained full employment, low-income families cannot 
earn enough to purchase adequate food and clothing, improve their dwell- 
ings, and keep their children in schools long enough to result in better 
adulthood employment. Nor can workers without sufficient training attend 
evening schools to improve their skills and literacy. And without full 
employment over the years, the growth of productivity is slow since 
entrepreneurs are not motivated to substitute capital for labor, so that real 
wages do not rise rapidly enough to meet basic needs and improve living 
standards. Thus, in the long run it is the availability of productive work 
which leads to higher incomes and in turn to the alleviation of poverty. 

Countries such as Sri Lanka have tried to eradicate poverty through 
welfare policies, but without much success. In the long run, welfare policies 
are too costly as they must be paid for through heavy taxation on productive 
activities and therefore fail to help generate productive jobs. Nor is 
Socialism through job guarantees, as in the "iron bowl" policies of the 
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People's Republic of China, and nationalized enterprise a good way to 
alleviate poverty. 

In other Asian countries poverty incidence tended to fall in previous 
decades, but due to insufficient use of the available labor force the decline 
was slower and uneven. In general, there was steady progress during the 
1960s when exports to the booming industrialized West generated jobs, and 
inthe 1970s when plentiful loans from the Middle East were used to expand 
public works. But with the slowdown in the West in the 1980s, unemploy- 
ment and underemployment began to rise in Southeast and South Asia and 
the poverty incidence rose. Since 1986 the employment situation has begun 
to improve, and with this poverty incidence has once again begun to decline. 

Nevertheless, the prospects for the coming years are not too rosy. It. 
is not clear how long the expansion in the industrial countries will continue. 
The labor force will continue to expand rapidly as those who were born in 
the baby boom years of the 1960s enter the labor market, along with a 
growing number of young women with increasingly high levels of education 
and skill. Large debt repayments for loans contracted in the 1970s are 
eroding the budget of public works. Some countries such as Malaysia and 
Thailand are fortunate in receiving a large amount of investment from 
Japan; Republic of Korea; and Taipei, China where wage levels and the 
rising values of their currencies are driving out the more labor-intensive 
industries. But for less fortunate countries job creation must be given top 
priority in the 1990s, together with food production, the latter having 
played a major role in reducing poverty in nearly all countries in the past 
decades. 

Poverty was extensive in prewar rural Japan; Republic of Korea; and 
Taipei, China where tenancy and landlessness were extensive. In countries 
such as the Philippines and in South Asia comprehensive land reform must 
be the starting point for a major rural development effort in which the 
construction of roads, irrigation, drainage, rural electrification and refores- 
tation should generate jobs for the underemployed population. Eventually, 
credit and extension could enable diversified crops to be grown in the dry 
season under irrigation, while the processing of vegetables, fruits and 
animal products could supply additional jobs both on-farm and off-farm.*® 

During the 1960s annual productivity per agricultural worker rose by 
6.3 per cent per year in Japan, 5.8 per cent in the Republic of Korea and 
4.2 per cent in Taipei; China. It was the rapid growth of agricultural 
productivity which supplied inexpensive food for industrial workers, and 
in turn large purchasing power for industrial production, and a migrating 
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labor force for the expansion of the urban work force. Rural development 
is needed to wipe out underemployment in countries such as Indonesia, 
which are still in the early stages of industrialization, and also in Malaysia 
and Thailand, though to a lesser degree. 

Jobs can also be generated by the construction of schools and clinics 
in areas where poverty is concentrated, permitting greater access to schools 
for the children of the poor and to health care which, together with the 
improvement in food availability from agricultural development, should 
lessen the susceptibility of the poor to infectious diseases. 

In the urban sector, in addition to the construction of schools and 
health care centers, jobs can be created for the improvement of slums and 
construction of low-cost housing, parks, recreation centers, roads and other 
urban infrastructure. Some of the poor who come to the cities from farms 
could be persuaded to return to rural areas when jobs are available there. 

In the urban areas small and medium-sized industries, which are 
more labor intensive and less skill intensive than large firms, should be 
. promoted. Not only should trade and industrial policies discriminating 
against such industries be abolished but also policies should be enacted to 
assist them as in Japan and the NIEs. Frequently, the poor remain un- 
employed because they do not have the skills that new jobs require. 
Vocational and technical training should be given in the public high schools 
and in training centers for youths not attending schools. Adult education 
courses in the evening and on-the-job training programs are also most 
helpful to the unskilled poor. 

Finally, itis surprising that little research is available on such a major 
problem as poverty. It is true that during the early 1970s, when the problem 
came to the fore, some amount of research was initiated.4” But in the late 
1970s when employment rose in response to plentiful loans from the Middle 
East, interest in the poverty issue declined. Not only is there insufficient 
research on the proximate causes of poverty such as unemployment but 
also very little is known about the forces underlying the proximate such as 
cultural, ethnic, religious and regional factors; flawed educational prac- 
tices such as overemphasis on academic versus vocational curricula; and 
other factors such as land concentration, monopolistic tendencies, mis- 
match of jobs and education, and migration from rural areas. 

For successful policy formulation, we will need to know more about 
the processes and mechanisms by which poverty emerges. With the 
economies of Ásia beginning to move out of stagnation into sustained 
growth, it may be time to pay more attention to distributive problems and 
devise policies for poverty alleviation. As a starting point, perhaps an 
international organization interested in poverty issues could undertake a 
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seminar in which specialists from each of the countries of South and 
Southeast Asia could determine poverty incidence time series based on a 
uniform cut-off point such as the intake of' 2,100 calories per capita (or 
perhaps a broader one based on all the basic needs), which could then be 
analyzed as to policies underlying the changes, together with descriptions 
of the processes and mechanisms involved. Such exercises could reveal the 
gaps in our knowledge, and further studies could then be carried out.48 


48. Even for countries such as the United States, where social science research is very extensive, it was 
found that many aspects of poverty had not been studied. See Social Science Council, Items (New York, 
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APPENDIX 


A Note on the Inter-Relation of Population Growth, 
Employment and Poverty 


Simon Kuznets has found that lower income families have larger 
families than higher income families.! The data for selected countries in 
Asia show that average family incomes rise with expanding family size, but 
more slowly than family birth rate, so that per capita household income is 
falling in most Asian countries (see Table). 

The exception is the urban sector in the People's Republic of China. 
This has been due to the egalitarian policy of initiating employment of 
young workers within each industry at the same pay, irrespective of 
educational and occupational differences. Thus, basic wages rise with age, 
while the size distribution of family incomes largely corresponds to the age 
of parents, with the younger parents occupying the lower income groups. 
This implies that the younger parents are having babies soon after mar- 
riage, with wives remaining at home to take care of infants until schooling 
begins. Hence, lower income families tend to have a larger number of 
dependents exceeding the highest (3.7 persons compared with 0.7 persons) 
and a smaller number of earners (1.8 compared with 2.8). The number of 
dependents falls from 3.1 to 1.3. Remuneration on a seniority basis implies 
that parents' incomes are rising with age, as children grow up and begin 
working or leave to establish new households. Per capita incomes rise as 
size of households decrease, as average household incomes rise faster than 
household sizes.? 

Evidently, the poor families with little or no education, skill, business, 
land or other assets have no way of increasing their incomes except by 
having more children. But because the poor cannot afford to educate their 
children or keep them in school longer than the others, their children find 
jobs difficult to get and are unemployed more often than others. Thus, large 
families do not escape poverty and in fact often suffer more. 

In sum, in countries where population growth has slowed down as in 
East Asia, the proportion of lower income families has shrunk and thereby 
helped in alleviating poverty. But in countries where population growth 
has remained high, as in most countries of South and Southeast Asia, the 
large number of lower income families has not helped in poverty allevia- 
tion, and may have even been an obstacle to its eradication. In the end, it 
is interesting to note that the impact of population growth on poverty is 
exerted through employment and unemployment. 

1. Simon Kuznets, "Children and Adults in Income Distribution", Economic Development and Cultural 
Change (July 1982); and Simon Kuznets, "Size of Households and Income Disparities," in i esearch in 


Population Economics, ed. J. L. Simon and P.H. Lindert (Connecticut, 1981). PES 
2. Statistical Yearbook of China (1984). : = OX 
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Intra-Generational Economic 


Security in Asian Countries 
Ha-Cheong Yeon* 


uring the last two decades several Asian countries experienced 

rapid rates of economic growth. The Asian region as a whole has 

frequently been cited as one of the most rapidly developing 

regions in the world. This rapid economic growth, in turn, has 
contributed to the improvement of the quality of life and, to a large extent, 
to the alleviation of poverty especially by creating jobs for the unemployed. 
In many parts of Asia, however, the living standards of large sections of 
the population are still below the poverty line. In some countries, the 
national economic development effort has been less successful than 
originally envisaged. In others, despite overall economic growth, the 
benefits of economic development have not reached the population in an 
equitable manner. 

Successful economic growth does not necessarily imply that a govern- 
ment can pay less attention to the problem of economic insecurity. Poverty 
is both a relative and an absolute concept. Moreover, industrialization 
magnifies the adverse effects of social risks such as ill health, disability 
and unemployment. Modernization is almost synonymous with urbaniza- 
tion and individualism. Thus, people cannot rely on family ties that once 
protected them from economic risks in traditional society . 

Regardless of the political system of a nation, one of the major func- 
tions of a government is to ensure for all citizens a minimum level of 
economic security and well-being. Even though various private organiza- 
tions can assume such a role, their commitments are usually on a voluntary 
basis and may not be permanent or regular. The government, therefore, 
Should be the main guarantor against social risks that might subject its 
citizens to poverty. 





* Vice-President, Korea Development Institute. 
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In most of the Asian countries, specific policies for economic security 
have not been sufficiently implemented during the last two or three 
decades. Despite the continuous endeavors of government, stringent 
budget constraints have resulted in this inadequacy. Obviously, no country 
is able to employ sufficient measures to eradicate poverty completely and 
no country is too poor to do nothing to alleviate dire poverty. The issue is 
not whether poverty can be alleviated, but rather what needs to be done. 

This article reviews the current state and future directions of institu- 
tional provisions for social security systems for economic security in the 
Asian countries. First, it defines the concept of economic security and 
describes the factors of economic insecurity common to low-income Asian 
countries. It then explains the function of the social security system and 
its ability to contribute to economic security. Next, it analyzes the adequacy 
of the current level of social security and welfare expenditure and addres- 
ses the redistributive effects of social security systems and the priorities 
of social security programs. Subsequently, it considers institutional arran- 
gements for economic security other than the social security system. Final- 
ly, it draws some conclusions from the discussion. 


Nature and Causes of Economic Insecurity 


In general, security may be defined as the state of being protected 
against or safe from various dangers and threats. Economic security may 
be defined as protection against the loss ofincome, such as might arise from 
job termination, or extra expenses incurred from extended illness.! It is 
sometimes useful to classify the causes of economic uncertainty into two 
parts: those involving temporary or transitory income curtailment; and 
those that result from more fundamental forces that tend to be of longer 
duration. 

Major causes of transitory economic insecurity are retirement, ac- 
cidental injury, sickness and unemployment. On the other hand, the main 
causes of prolonged economic insecurity, exemplified by the problem of 
poverty, are likely more durable factors. In a developed economy, where 
ample possibilities for employment exist, the main causes of poverty are 
tied to individual difficulties such as emotional problems or lack of educa- 
tion. However, in an underdeveloped economy mass poverty results more 
from the structural conditions of the economy concerned than from in- 
dividual lackings. 

Some families are poor because they possess or have access to insuf- 
ficient land and other natural resources. Some are poor because they live 





1. John G. Turnbull, C. Arthur Williams, Jr. and Earl F. Cheit, Economic and Social Security, 3rd ed. 
(New York: Ronald Press Co., 1968). 
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in regions of the country with poor soil, climate and rainfall. Some live far 
away from centers of industry and commerce and are isolated by inade- 
quate transportation. Public services, for these or other reasons, do not 
reach them. And in every country there are families who are poor because 
of some misfortune, such as an accident or illness that has disabled or killed 
the main earners of the household, or a natural disaster that has destroyed 
the family's meager resources for work and living. 

The countries of Asia exhibit varying levels of economic development. 
As shown in Table 1, the level of per capita income is positively related to 
industrialization. As income rises, the portion of labor employed in agricul- 
ture as well as agriculture's share of gross national product (GNP) dwindle. 
In most of those countries whose per capita GNP are lower than $500, the 
majority of the work force is employed in the agriculture sector, but the 
share of value added by the agriculture sector is much smaller than that 
of the labor force which it employs. This implies that the majority of the 
poor in less-developed Asian countries is concentrated in the rural areas. 


Table 1: Size of the Agriculture Sector in Selected Economies 


Per Labor in Agricultural 
Capita GNP Agriculture Production 
1986 (% of Total Labor Force) (% of GNP) 
(US$) 1980 1985 1980 1986 
Singapore 7,240 1.6 1.3 1.1 0.7 
Hong Kong 6,800 2.1 1.6 - i 
Taipei, China? 3,145 28.3b " 7.9 5.5 
Korea, Rep. of 2,370 36.4 30.1 14.6 13.3 
Malaysia 1,860 41.6 36.7 22.5 24.2 
Fiji 1,800 46.2 42.3 22.5 24.2 
Thailand 810 70.9 67.7 24.8 22.3 
Papua New Guinea 690 76.3 71.9 4s ” 
Philippines 570 51.8 49.2 25.6 29.8 
Indonesia 500 57.2 52.8 30.7 23.9 
Sri Lanka 400 53.4 52.5 26.5 23.8 
Pakistan 370 54.6 52.1 30.5 26.0 
India 270 69.7 68.1 38.0 31.7 
Myanmar 200 53.0 50.0 37.2 36.7 
Bangladesh 160 74.8 71.8 49.4 46.3 





.. = not available. 


a Refers to the island of Taiwan. 
b Percentage share of gainfully employed persons 15 years and over in agriculture, forestry and fishing. 


Source: Asian Development Bank, Key Indicators of Developing Member Countries of ADB (July 1989). 
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Health is another important aspect in the evaluation of overall 
economic insecurity. Table 2 shows some of the important health in- 
dicators. Lower life expectancy at birth, insufficient medical facilities and 
extremely poor sanitary and health infrastructure are the general charac- 
teristics in lower income countries. The economic earning capacities of 
persons in these countries are at a greater risk than those of persons in 
higher income countries. 

In addition to income and health, the level of income distribution is 
another important factor characterizing poverty. Income inequality can 
clearly exist without poverty, and poverty without inequality. But the 
concept of poverty is not independent of inequality. Relative measures of 
poverty, in particular, can be regarded as one aspect of the measurement 
of inequality. In particular, macro-level perspectives on poverty necessari- 
ly imply a focus on inequality. 

Table 3 shows income distribution in selected countries. Each figure 
in the first five columns refers to the distribution of total disposable 
household income accruing to quintile groups of household ranked by total 


Table 2: Selected Health Indicators (1980) 





Life 
Expectancy Population with Access 

at Birth Persons per to Safe Water (90) 

(Years) Hospital Bed . Urban Rural 
Bangladesh 48 4,290 26.0 40.0 
Fiji 63 380 94.0 66.0 
Hong Kong 74 242 100.0 95.0 
Indonesia 52 1,720 40.0 18.0 
Korea, Rep. of 67 983 86.0 61.0 
India 53 1,422 77.0 31.0 
Malaysia 66 668 90.0 i 49.0 
Myanmar 56 1,373 88.0 15.0 
Pakistan 49 1,860 72.0 20.0 
Papua New Guinea 51 240 55.0 10.0 
Philippines 61 686 65.0 43.0 
Singapore 72 299 100.0 š 
Sri Lanka 68 349 65.0 18.0 
Taipei, China? 72 450 es - 
Thailand 62 654 65.0 63.0 


.. = not available. 
a Refers to the island of Taiwan. 


Source: Asian Development Bank, Key Indicators of Developing Member Countries of ADB (July 1988). 
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household income.? The ratio of the first quintile income to the fifth quintile 
income appears in column (1/5). 

Even though there are some limitations, these figures shed some light 
on the degree of poverty in Asian countries. In general, the income ine- 
quality is more severe among those countries whose per capita income is 
relatively low. In the majority of these, the top 20 per cent of the population 
enjoys as much as or even more than half of total disposable income. For 
these low-income countries, absolute poverty due to low productivity is a 
critical social issue, and the problem is intensified by unequal income 
distribution. Improving income distribution is no easier than expanding 
economic production. However, without improvement in income distribu- 
tion, economic development would encounter inherent obstacles such as 
lower human productivity due to malnutrition, high mortality rates, low 
educational levels and potential conflicts among economic and social 
strata. 


Table 3: Percentage Share of Household Income 
(By Quintile Groups of Households) 


GNP per 

Capita 

Quintile (1985) 

1 23 83 4 5 l5 ($) 

Nepal (1976/77) 4.6 8.0 117 16.5 59.2 7.8 160 
India (1975/76) 7.0 9.2 13.9 20.5 49.4 14.2 270 
Indonesia (1976) 6.6 17.8 12.6 23.6 49.4 9.3 530 
Thailand (1975/76) 5.6 9.6 13.9 21.1 49.8 11.2 800 
Philippines (1985) 5.2 8.9 13.2 20.2 52.5 9.9 580 
Korea, Rep. of (1976) 5.7 11.2 15.4 22.4 465.3 12.6 2,150 
Malaysia (1973) 3.5 7.7 12.4 20.3 56.1 6.2 2,000 
Japan (1979) 8.7 13.0 17.5 23.1 37.5 23.2 11,300 
United States (1980) 5.3 11.9 17.5 252 39.9 13.3 16,690 
United Kingdom (1979) — 7.0 11.5 17.0 248 39.7 17.6 8,460 








Source: World Bank, World Development Report 1984 (New York: Oxford University Press, 1984). 





2. The income concept in Table 3 is total disposable household income after tax and subsidy. 
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Social Security Systems as a Means of Income Security 
Social Security and Poverty 


In an economy where poverty is prevalent, macroeconomic policies for 
overall economic development are regarded as the most efficient means of 
alleviating poverty in the long run. With a very limited amount of available 
resources, it is difficult to expect any solid results in all sectors when 
expenditure is thinly diffused over the various sectors. Based on the 
experience of the newly industrializing economies (NIEs) in this region, we 
can infer that more equitable income distribution and the alleviation of 
poverty were made possible by concentrating first on economic 
development. 

Even though these macroeconomic approaches are supposed to be 
more efficient in improving overall income levels than specific income 
maintenance policies, they cannot address each individual's particular 
needs. That is why a more specific policy alternative needs to be imple- 
mented. Social security is a public means of mitigating and correcting the 
uncertainty that everyone faces in life, and its primary goal is to make 
everyone capable of avoiding social risk when placed in an unfavorable 
environment. 

Social security programs can be divided into two main categories: 
welfare programs and social insurance. Welfare programs, which tend to 
concentrate benefits exclusively on those with low incomes, are generally 
financed by taxes collected by central or local government. Welfare 
programs provide the poor with cash or goods and services. When the 
welfare benefits are in cash, the program is classified as public assistance. 
When the benefit is provided in kind, it is social welfare service. 

Eligibility for benefits from social insurance programs is based on past 
contributions. Thus, individuals do not have to be poor to receive benefits 
from these programs which aim to protect individuals or families from 
transitory economic insecurity. Principal contributory benefits are retire- 
ment pensions and unemplóyment, widowed, sickness and disability 
benefits. 

In most Asian countries, as will be explained in greater detail later, a 
certain level of social security is currently being implemented. However, it 
is far from perfect in terms of coverage and level of benefits. The completion 
of a social security system occurs only to the extent that the social security 
benefit level is upgraded. This means that social security is arranged so 
comprehensively and systematically that it offers social security services 
to a level which can meet everyone's needs. 

One of the greatest obstacles in expanding social security systems in 
developing countries is the fact that agricultural residents are still the 
dominant population group. The rural population is expected to comprise 
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a percentage of the total population greater than the percentage of the labor 
force employed in agriculture, shown in Table 1. The problems associated 
with expanding social security programs in rural areas of developing 
countries can be summarized as follows: 


the relatively weak economic position of rural communities; 

the lack of adequate infrastructures, trained personnel and 
facilities such as those required in the administrative and health 
fields; 

generally low educational levels; 

varying occupational status of many workers throughout the years; 
the extent of seasonal work and underemployment; and 

the difficulty of determining earnings and the precise effect of these 
earnings on the occurrence of social security contingencies. 


As a consequence of these constraints, the implementation of social 
security policies, especially social insurance programs, is largely confined 
to a small portion of the population: the employed urban population. These 
limitations cannot be overcome in a short period of time, but they do tend 
to be reduced with economic growth and industrialization. Acknowledging 
the existing constraints, a government needs to reorganize and reallocate 
available resources in order to minimize the welfare loss of the people in 
the long run, as well as in the short run. 

Based on such perspectives, the basic question is: What is the optimal 
level of governmental protection of economic security and how should it be 
attained? Operationally, the question implies the following: What is the 
adequate level of government expenditure on social security and how 
should the priorities be set among different schemes of social security? 


Social Security Expenditure 


We can deduce that the minimum level and scope of government 
protection has to be determined by the stage of economic development. But 
measuring government protection is difficult because protection is 
provided in a number of ways. In the following section, social expenditure 
from the central or local government budget will be used as a proxy variable 
for the size of welfare programs. 

Government expenditure for the minimum well-being ofits population 
will gradually increase as economic growth continues. However, it is dif- 


3. Kenneth Thompson, Outline of Selected Rural Social Security Schemes in Developing Countries 
Outside Asia, Social Security Documentation: Asian Series no. 6 (New Delhi: International Social Security 
Association, Regional Office for Asia and Oceania, 1980). 
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ficult to determine the optimal level of government expenditure for welfare 
programs. This section examines whether government expenditures on 
welfare programs are adequate in Asian countries. The appraisal is con- 
ducted mostly by international comparison. 

The figures employed for the comparison are not confined to a narrow- 
ly defined social security expenditure. Expenditures for education and 
health are also included: education and health programs mitigate economic 
insecurities in the long run while social security does so in the short run.’ 

A sharp contrast is found in the patterns of government expenditures 
between countries with different economic conditions. In low-income 
countries such as Nepal and India, government expenditure is concentrated 
on economic services (see Table 4). The high-income countries, on the other 
hand, put much greater emphasis on social welfare than on economic 
services. Those middle-income countries such as the Republic of Korea, 
Philippines and Thailand place about equal importance on economic and 
social expenditures. But when the comparison is confined to expenditure 
on social security, a common feature is found among the Asian countries: 
the expenditure on social security is lower than 2 per cent of GNP. By 
contrast, the two developed countries, the United Kingdom and the United 
States, spend more than 10 per cent of their GNP on social security. 

The relationship between per capita GNP and the ratio of social 
security and welfare expenditures to total government expenditures is 
estimated as follows: 


In SWE; = -4.1246 + 0.8232 in PGNP; 
(-8.82) (6.15) 


R2 0.40 (9); t-values 


where SWE denotes the ratio of social security and welfare expenditures 
to central government expenditures of country i, and PGNPi represents the 
per capita GNP of country i. Based on this estimate, for a country whose 
per capita GNP is $2,000, the world trend for social security and welfare 
expenditure is around 8.5 per cent of GNP. However, the Republic of Korea, 
for example, whose income is at about this level, spent less than 5 per cent 
of its GNP for these purposes. 


4. There is a certain degree of substitutability between these two different expenditures intertemporally. 
5. "This estimate is based on the social security expenditures of 59 countries whose per capita GNP was 
above $500 in 1983. 
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Table 4: Central Government Expenditure 
(Per Cent of GNP, 1985) 


Social Total 
Education Health Security Total Economic Expend- 

(1) (2) (3) (1)+(2)4+(8) Services  iture 

India 0.32 0.40 0.73 1.45 4.51 16.7 
Indonesia 2.28 0.51 0.28 3.07 7.66 20.2 
Korea, Rep. of 3.39 0.26 1.23 4.88 3.22 18.4 
Nepal 2.38 0.98 1.34 4.70 9.55 19.7 
Philippines 2.17 0.65 0.43 3.25 4.85 10.8 
Singapore 5.31 1.63 1.71 8.65 3.95 26.3 
Thailand 4.25 1.24 1.00 6.49 4.93 21.8 
United Kingdom? 0.85 3.99 8.67 13.50 3.63 32.7 
United States 0.44 2.77 7.74 10.95 2.03 24.5 


a 1972 data. 


Source: World Bank, World Development Report 1987 (New York: Oxford University Press, 1987). 


Table 5 compares the portion of government expenditures on social 
security and welfare in each major geographic area. The levels of govern- 
ment expenditures in Western industrial countries as well as in Central 
and South American countries are relatively high compared with other 
countries at the same level of economic development (see Figure 1). On the 
other hand, such government expenditures in Asian countries are relative- 
ly low, and in most Asian countries the level of social security spending 
falls short of world trends. One possible explanation is that Asian countries 
tend to pursue a short-sighted growth policy incorporating differential 
treatment for growth-leading sectors in order to achieve rapid economic 
growth. 

International comparison, however, does not provide firm ground to 
support the contention that most Asian countries need to expand their 
governmental expenditures on social welfare to meet current international 
levels. Each country’s specific policies and expenditures should be deter- 
mined by its own specific social and economic conditions. Some may argue 
that the sluggish growth or deterioration of Latin American economies is 
due in part to the burdensome costs of the social security system. Others 
may ascribe the dissipation of work incentives in Western European 
countries to abuse of the social security system. 





80 Asian Development Review 


Figure 1: Stage of Economic Development and Level of 
Social Security Expenditure 


Social Security 
Expenditure 
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World Trend 
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Developing Countries Developed Countries 


Of course, it is very important to preserve resources for economic 
development in the long run. There is no evidence, however, that expansion 
of social welfare impairs long-run economic growth. Considering the impor- 
tant social and economic indicators of the low-income Asian countries 
mentioned in the preceding section, expansion for reducing poverty in these 
countries is imperative, even at the expense of other goals, including 
economic development. 

The relatively low level of Asian countries’ governmental expendi- 
tures on social security indicates that there is room to expand government 
protection of the people. Additional financing for social security may be 
generated in ways which will not compromise economic development, such 
as in making the underground economy public, minimizing tax loopholes, 
and reducing inefficient tax credits or exemptions. Such measures should 
affect the economy not adversely but favorably and do further good on the 
social side. 

The case for expanding social security benefits is also supported by 
the state of income distribution in the low-income countries of Asia. The 
lower productivity of their economies is the major cause of poverty, but the 
degree of poverty has been intensified by severe income inequalities. This 
may be true for the rest of the world as well. But the point is that there is 
an urgent need to improve the state of income distribution. For this 
purpose, social security is the single most important measure. 
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Table 5: Comparison of Government Expenditure by Country Groups 
(Average of Each Region, 1983) 


Social 
Education Health Security Total Economic 
(1) (2) (8) (1)+(2)+(3) Services 
OECD Countries 4.1 11.3 38.3 58.7 8.8 
Non-OECD European 
Countries 7.9 3.2 18.5 24.6 28.7 
East and Southeast 
Asian Countries 11.0 3.8 2.9 17.2 27.4 
Middle East 
Asian Countries 11.0 5.0 8.1 . 24.1 20.7 
Central and South 
American Countries 9.0 4.7 24.2 37.9 23.2 


OECD - Organisation for Economic Co-operation and Development. 


Source: International Monetary Fund, Government Finance Statistics Yearbook (Washington, D.C., 1985). 


Redistributive Effects of Social Security 


Public Assistance and Welfare Service. Protection of vulnerable 
groups is generally aided by higher levels of taxation and expenditure. 
Direct taxes influence the distribution of disposable income of upper in- 
come groups, but the extent of this effect is normally limited by administra- 
tive and political constraints. Certain indirect taxes and subsidies offer 
more potential, including indirect taxes on luxury consumption items 
which may reduce the disposable income of upper income groups and 
consumption of low-priority goods and services, while subsidies on basic 
goods and services consumed by the poor may increase the real incomes of 
the vulnerable and encourage a switch in consumption to priority items. 

As mentioned above, the income redistribution effect of social security 
is not a goal itself but a side effect. But if this redistribution effect is 
recognized and expected, the essential goals of social security can be 
pursued more efficiently. In the analysis of effects of social security on 
income distribution, there may be two different categories of resources with 
which to pay for the various benefits (see Figure 2). 
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Figure 2: Income Redistribution Flow of Social Security 
Contribution Benefit 
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Unemployment Benefits 


Social insurance benefits are financed by the contributions of the 
insured, while public assistance and social welfare services are financed 
through taxation. Each system has a different effect on income 
redistribution. 

In general, the typical income redistribution effect appears in the case 
of public assistance financed through tax. The effect of public assistance 
consists in vertical redistribution because it assists the livelihood and 
medical protection of low-income groups through the progressive tax of 
individual income. That is, it redistributes income from high-income 
groups to low-income groups. 

In addition to public assistance, there is the social welfare service. 
Like public assistance, it is financed through taxes and administered by 
government agencies. Social welfare services are far-reaching, particularly 
when such services include the disabled, the mentally handicapped, the 
elderly and children. In other words, those who need medical treatment 
and those who need help supporting themselves are covered by such 
services. As discussed earlier, public assistance benefits are made in cash, 
while social welfare service benefits are in kind. As a result, the ad- 
ministration costs of social welfare services are so high that the income 
redistribution effect of the social welfare service is lower than that of public 
assistance. 


Social Insurance. By contrast, the redistribution effect of social 
insurance financed by insurance premiums is not only vertical but also 
horizontal: it redistributes income from the employed to the unemployed, 
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from the non-injured to the injured and from the healthy to the ill in the 
cases of employment insurance, industrial accident insurance and medical 
insurance, respectively. In the case of pensions, income redistribution also 
occurs from the able young employed group to the retired elderly group. In 
general, when we consider an individual's whole life, we cannot expect that 
the total sum of contributions and benefits will be balanced. Those who are 
faced with more economic or social difficulties will receive more benefit. Of 
course, social insurance also includes government subsidies, and the level 
of government subsidy of social insurance revenue indicates the ap- 
proximate amount of vertical redistribution. In order to strengthen the 
income redistribution effect of social security, it is necessary to expand 
public assistance. For this purpose, income transfers from high-income 
classes to low are the most desirable measures. 

The expenditure on public assistance programs should be given much 
more weight. In particular, public assistance and social welfare programs 
Should be strengthened for low-income groups. Furthermore, the expansion 
of these welfare programs, financed through taxes, must harmonize with 
social insurance. That is, the social security system should be improved to 
secure a minimum livelihood for the impoverished, especially the most 
underprivileged groups. 

Social insurance should maximize the risk diversification function 
and be financed by the contributions of beneficiaries, while public assis- 
tance programs should be funded out of tax revenues. In addition, vocation- 
al training and other work-related programs should be expanded to 
enhance the ability of the poor to be economically self-sufficient. 


Priorities among Social Security Programs. Various social 
security programs have been adopted and implemented in developed 
countries during the last two or three decades to reduce economic in- 
security, especially for the poor. Some of them have succeeded in enhancing 
the standard of living of their citizens, but others have not had a sufficient 
effect on income redistribution and improvement of economic security, 
despite high expenditures. For those countries which plan to introduce a 
new social security system or expand the scope and coverage of a current 
one, a thorough examination of the cost and benefits of particular social 
security programs should precede legislation and implementation. 

Social risks can be divided into economic and health risks. Such a 
division, however, is only for conceptual simplicity. In fact, they are inter- 
related and complementary. Health status constitutes the basis of 
economic activities and assures the economic stability of individuals. On 
the other hand, the economic stability of an individual can ensure a good 
health status. 

Economic security over one's lifetime takes two concrete forms, 
according to whether one is young or old. For the young, economic security 
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depends on employment. For the old, on the other hand, economic security 
depends on whether one has enough savings to support oneself during 
retirement. Security for the former group càn be guaranteed by sickness 
benefits, unemployment benefits or work injury during the working period, 
and for the elderly by public pension or old age programs during the 
retirement period. The issue in the following discussion concerns the 
priorities of social security systems in the Asian countries with regard to 
three welfare programs, namely, health care, unemployment benefits and 
old age programs. 

Table 6 shows that in selected Asian countries, programs for the old 
and the sick have generally been adopted but not unemployment benefits. 

As shown in Table 7, a general sequence for the introduction of welfare 
programs is to provide old age programs and health care first and introduce 
unemployment insurance later on. This indicates that the sequence fol- 
lowed by the Asian countries is similar to that followed by other countries. 

Unemployment is one of the major causes of economic insecurity. 
Under unemployment insurance programs, workers who lose their jobs 
receive financial support from the program while they remain unemployed. 
Most of the time the government also pays supplementary unemployment 
benefits. Such programs exist mainly in industrial countries where the 
labor market is sufficiently organized to afford a workable basis for this 
program. This type of program is not quite affordable, however, for low- 
income Asian countries where the majority of the population is employed in 


Table 6: Sequence of Social Security Programs in 
Their Implementation 





Sickness 
and I 
Old-age Maternity Unemployment 
India 1952? 19483 none 
Indonesia 19518 19574 none 
Japan 19415 19225 1947? 
Korea, Rep. of 19608 19775 none 
Malaysia 1951? none none 
Nepal 19628 none none 
Philippines 19548 19548 none 
Thailand 1954? 19584 none 
United Kingdom 1946> 19465 19115 
United States 19355 1965> 1935> 





a Some of the citizens benefit. 
b Most citizens benefit. 


Source: U.S. Department of Health and Human Services, Social Security Programs Throughout the World (1987). 
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Table 7; Number of Countries in Social Security Programs by Year 


Developed Developing Less-Developed 
Total Countries Countries Countries 
O M U O M U O M U O M U 


1944 45 41 25 20 18 20 18 15 4 0 1 0 
1964 83 89 32 21 20 21 49 45 9 13 15 0 
1983 130 107 40 21 21 21 74 60 16 23 17 1 


Total 154 154 154 21 21 21 82 82 82 36 36 36 


O = Old-age programs. 
M - Health-care programs. 
U = Unemployment programs. 


Source: U.S. Department of Health and Human Services, Social Security Programs Throughout the World 
(1987), quoted from Hiraoka Koichi, "The Trend Analysis of Social Security Growth", The Quarterly 
Social Security Research, vol. 22 (Winter 1986), p. 390 (in Japanese). 


agriculture. But most of the programs currently in place were established 
before World War II, and it may be time to prepare for the implementation 
of such programs in some industrializing Asian countries. 

Such a simple international comparison, however, is superficial and 
sometimes even misleading because these programs cover only a limited 
number of people in many developing countries. It seems that at present, 
extending the coverage of existing systems is more important than intro- 
ducing additional programs, particularly in terms of horizontal equity. It 
has been noted in the previous section that poverty in rural areas is more 
severe than in urban areas, but the benefits of social security rarely reach 
rural areas for economic and administrative reasons. 

It is not a simple problem to identify the social needs of the rural 
residents in Asian countries as a whole. But it seems that the need for 
health programs is more urgent than protection for the aged. In the 
agriculture sector, there is no clear-cut retirement and cessation of earn- 
ings. Moreover, aged residents continue to receive support from their 
families or relatives due to strong family ties. 

In a developing country, the protection of income security should be 
pursued with due consideration for labor productivity. Health security is 
one of the most important factors in maintaining the productivity of 
manpower. In addition, health care rarely discourages the incentive to 
work, nor does it generate any moral hazard that could accompany old age 
pension programs or unemployment benefits. 
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Among the causes of low individual income, health problems may be 
the most significant. Because of sickness, an individual may lose his job 
and encounter serious economic difficulties due to the additional expendi- 
ture resulting from extended illness. Such situations can contribute to 
widening the gap between the poor and the rich. Moreover, poor health 
produces external costs and in some cases it can be hazardous to the society 
at large. 

In conclusion, most of the less-developed countries need to place 
higher priority on health programs for all their citizens. But this does not 
imply that the implementation of other social security programs is unim- 
portant. The point is that each welfare program needs to be appraised in 
accordance with the general direction of economic policy as well as each 
country's specific conditions. 


Other Institutional Arrangements 


The social security system is the most representative policy measure 
for economic security but not the only one for that purpose. There are other 
institutional choices: introduction of negative income tax systems, mini- 
mum wage laws, and utilization of non-governmental organizations. This 
section examines the availability of these schemes for the alleviation of 
economic insecurity in Asian countries, with due consideration of the 
general economic and social conditions of these countries. 

The negative income tax recommended by some economists for the 
alleviation of the poverty problems of the United States is a very strong 
policy measure for redistribution of income and alleviation of poverty.’ One 
important point of negative income tax is to avoid the application of a 
uniform standard of income maintenance to low-income groups. Hence, 
theoretically, this scheme can preserve work incentives by making an 
allowance for additional earned income without a subsequent decrease in 
benefits. However, the greatest problem in the applicability of this system 
is that a large portion of income sources is not identified in the less- 
developed economy. For an economy with a low level of industrialization, 
or with a substantial underground or unofficial sector, this particular 
Scheme does not have any practical significance at present. 

Legislation of a minimum wage is one possible way to improve the 
economic conditions of the working poor. The primary objective of a mini- 
mum wage is not to raise the general wage level but:to raise the income of 


6. There are additional issues for rural community health care such as the integration of preventive and 
curative services and the unavailability of medical facilities in rural areas. These specific issues, however, 
are beyond the scope of this article. 

7. See M. Friedman, Capitalism and Freedom (Chicago: University of Chicago Press, 1962). 
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workers who are judged to have lagged too far behind in the general 
advance of wages. Most economists point out that this policy creates 
unemployment, especially among the least productive, most disadvantaged 
persons. Minimum wage law often leads to wage increases for higher job 
classifications in order to provide a reasonable differential for the high-in- 
come earners at the expense of the unskilled. The employer cannot afford 
to keep on his payroll workers who cannot produce enough to be worth the 
minimum wage, thus workers of low productivity are discharged.? 

If a minimum wage law is set up, teenagers should be given special 
treatment. The law may permit younger workers to be hired at a rate below 
the general minimum for a limited period of time, during which they could 
be screened, trained and brought up to normal productivity levels. This 
kind of law may be strongly opposed by organized labor forces on the 
grounds that any increased employment of teenagers would simply displace 
older workers. 

In any case, considering the current economic conditions in many of 
the Asian countries, the minimum wage law cannot be recommended 
uniformly. For those countries which have accomplished a substantial level 
of industrialization and economic growth, imposition of a minimum wage 
does not seem to bring forth significant negative side effects. But in most 
of the less-developed countries, such legislation may turn out to be either 
meaningless (when the minimum is too low) or unaffordable (when the 
minimum is at an adequate level) because of the low productivity of labor. 

Non-governmental organizations (NGOs) present an alternative form 
of social arrangement to relieve poverty in less-developed countries. Their 
organizational cohesion varies, being strong or loose, formal or informal. 
They represent an organizational response to the needs of their con- 
stituents and to administrative requirements and governmental patterns 
of managing or servicing development. According to the scope of their 
activities, distinction is usually made between international, national and 
local organizations. 

The local NGOs can make significant contributions in the area of 
Social services as well as in production-oriented projects. Even though local 
development is the main objective of most of the local NGOs, they have also 
contributed in providing relief in emergency situations, protection from 
hunger and help to vulnerable groups. 

NGOs are an efficient arrangement for rural vulnerable groups, but a 
number of problems are associated with these organizations. For example, 
help for the vulnerable is localized and unstable, and sometimes tem- 
porary, as in the case of emergency relief. Major contributions to economic 
security cannot be expected from NGOs. Their role is subsidiary and 
complementary to national arrangements like social security systems. 


8. Lloyd G. Reynolds, Labor Economics and Labor Relations, 7th ed. (New Jersey: Prentice-Hall, 1987). 
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Conclusion and Remaining Issues 


Economic security means protection against the loss of income. Such 
insecurity may be transitory or permanent. The main causes of economic 
insecurity in many of the Asian countries are low productivity and slow 
economic growth. Consequently, many Asian countries are characterized 
by economic poverty on a large scale. Moreover, poor health due to mal- 
nutrition and poor medical and sanitary conditions threatens labor produc- 
tivity, the main source of income for the working poor. In the long run, a 
strong and consistent growth policy might be the most effective way to 
improve these conditions. Such a macroeconomic policy, however, takes 
considerable time to show results and does not fully serve each individual's 
specific needs. That is why more specific microeconomic policy is required. 

Social security, which was initially introduced in the developed 
countries for the alleviation of poverty, is the most effective measure for 
relieving economic poverty. However, the problem is that the agriculture 
sector is still dominant in most low-income countries. Weak economic 
position, lack of infrastructure and trained personnel, low educational 
levels and unstable unemployment are all obstacles in introducing social 
security systems in the agriculture sector. 

In the Asian countries, government expenditure for social security is 
much lower than the international average because of the higher priority 
placed on economic development. Moreover, the small amount of expendi- 
ture on social development is concentrated in.such areas as education and 
health. It may not necessarily be valid in all cases to argue in favor of 
expanding expenditure on social welfare policies at the expense of economic 
development or other government activities. But additional financing may 
be possible in a number of ways. 

In many Asian countries, social security programs for old age, sickness 
and maternity are already in place. However, coverage provided by these 
programs is far from sufficient. For the efficient use of limited resources, 
setting priorities among these programs is very important. The specific 
need of an individual country is determined by its own condition. But, in 
general, the assurance of health security is one of the most important needs 
in most of the less-developed countries as well as in developing countries. 
Health insurance rarely discourages incentives to work, rather it builds up . 
the productivity of manpower without any moral hazard. 

The expansion of social security will.be accompanied by many 
problems such as the need to set up related systems and financing 
programs. In light of international experiences with social security, the 
negative results of an excessive welfare policy are as follows: First, weaken- 
ing of the desire to work increases the rate of non-attendance. Second, 
increased production costs from the added welfare burden decrease cor- 
porate profits, discourage research and development and, in the end, 
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decrease supply. Third, the excessive social security tax burdens have a 
tendency to magnify the underground economy rapidly and cause ine- 
quality between the taxable and tax-evading classes. Unequal social 
security tax burdens may be a major factor in political and social confusion 
as well as resistance. As an example of excessive welfare policies, we can 
point to Peron-era Argentina, during which immoderate social security 
benefits and politicized labor unions drove the economy to ruin. In the case 
of Sri Lanka, the free supply of health services and education, as well as 
the price subsidy and rationing of the necessities of life, also drove the 
economy into the ground. These examples indicate that excessive social 
security benefits, beyond the means of the country's economy, decrease 
growth potential in the end. 

A balanced social welfare policy is important not only to achieve social 
equity but also to enhance efficiency. The establishment and expansion of 
the social security system, as well as support for urban poverty groups, is 
necessary to avoid conflicts among the various social strata and promote 
social solidarity. Providing people with a convincing explanation of the 
individual and social costs and benefits associated with the introduction of 
a social security system is more important than its actual introduction or 
expansion. 

Again, there are other institutional arrangements for economic 
security, including negative income tax, minimum wage laws and non- 
governmental organizations. Negative income tax does not seem to have 
any practical meaning in Asian countries, given the current socioeconomic 
conditions. Legislation of minimum wage laws may be helpful in some 
developing countries but not in relatively less-developed countries. Non- 
governmental organizations can work as an efficient arrangement, but 
their role is very limited and localized, they being subsidiary and sup- 
plementary to a national system such as the social security program. 


Shelter for the Poor: 
Housing Policy in Singapore 
Lim Chong-Yah and Tay Boon-Nga* 


overty is said to exist when households lack sufficient monetary 
income to purchase some arbitrarily defined "necessities" of life. 
The main minimum subsistence consists of essential consumption 
of food, housing, clothing and medical care. Households could be 
rendered poor as a result of loss of income due to illness, temporary 
unemployment, or temporary disability. However, poverty is more 
problematic when households are permanently poor. Among other things, 
insufficient property wealth, low personal ability and inadequate education 
and training are the main factors trapping households in poverty. 
Measures or programs which are more common in developed countries 
for alleviating transitory poverty problems include income support and 
welfare such as unemployment insurance, public housing, food stamps, 
medicaid, supplementary security income and aid to families with depend- 
ent children.! Programs which aim to reduce the causes of poverty include 
subsidized investment in human capital, including the training of people 
on welfare and the prevention of disabling accidents. However, the fun- 
damental solution must include the creation of employment opportunities. 
This article focuses only on inadequate consumption of housing ser- 
vices by the poor and policy measures to deal with this aspect of poverty. 
It first describes various aspects of low-income housing and the poor, 
followed by a brief description of housing policies. It then presents a brief 
account of the poor and finally deals with housing policies and programs 
in Singapore, mainly for the low-income groups. 


Poverty and Housing Consumption 


Underconsumption of housing services is the result of insufficient 
income and market imperfections. Therefore, the way to effectively raise 
the level of housing consumption by the poor is to raise their income level 
and reduce or eliminate housing market inefficiencies. 


* Professor of Economics and Head, Department of Economics and Statistics, National University of 
Singapore, and Senior Lecturer, Department of Economics and Statistics, National University of Sin- 
gapore, respectively. 

1. The proposed negative income tax in the United States ean be included as one of the anti-poverty 
strategies. 
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The main reason why the free market mechanism fails to provide 
sufficient housing services is externality. In the presence of positive exter- 
nality, property owners will not, without enforceable contracts or exter- 
nality internalization, provide sufficient maintenance and improvement to 
dwelling units. These substandard housing units will continue to provide 
rudimentary shelter for the underprivileged. And without adequate income 
to pay sufficiently high rents to landlords or to maintain their own proper- 
ties, the poor will continue to consume housing services which fall below 
the objectively determined cut-off level. 

The high cost of construction and maintenance of housing units is 
often cited as another reason why the market fails to provide sufficient 
housing services at prices affordable to the poor. Firms in the building 
industry, owing to their smallness, allegedly fail to accumulate sufficient 
resources for research and development and thus are unable to develop 
cost-saving technology in housing construction. 

However, it must be emphasized that the problem of low-income 
households consuming insufficient housing services is due to poverty, 
which in itself is basically caused by a lack of wealth, human capital and 
employment opportunities, and this in turn may stem from age, sex, race 
discrimination and wage inflexibility. 

Typical households are estimated to spend 20 per cent to 25 per cent 
of their income on housing. Therefore, even if the poor spend the average 
proportion (or higher) of their income on housing, they will not be able to 
consume the minimum amount of housing services because of their low 
income. Obviously, with higher income—whether through income main- 
tenance programs or through better employment opportunities—tenants 
would be able to pay higher rents for more and better quality housing 
services. Landlords would, given competitive conditions and no recent 
cases of market failure, respond to this change in, market demand and 
provide better maintenance and improvements. Similarly, dwellers who 
had initially owned substandard housing would now be more willing to 
upgrade their housing as their incomes increased. In both cases, the 
amount of housing services consumed by lower income groups would in- 
crease as economic conditions improved.? 


2. It has been long and well-established that the income elasticity of demand for housing is about unity. 
This implies that not only households will consume more housing services as income increases but will 
also increase housing consumption at about the same percentage increase as that of income. See, for 
example, G. Carliner, "Income Elasticity of Housing Demand", Review of Economics and Statistics, vol. 
55 (1973), pp. 528-532; T.H. Lee, "Housing and Permanent Income: Tests Based on a Three-Year 
Reinterview Survey", Review of Economics and Statistics, vol. 50 (1958), pp. 480-490; R. Muth, "The 
Demand for Nonfarm Housing", in The Demand for Durable Goods, ed. Arnold C. Harberger (Chicago: 
University of Chicago Press, 1962); A.R. Winger, "Housing and Income", Western Economic Journal, vol. 
6 (1968), pp. 226-232; and Frand de Leeuw, "The Demand for Housing: À Review of Cross-Section 
Evidence", Review of Economics and Statistics, vol. 53 (1971), pp. 1-9. 
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Housing Policy 


Broadly, there are two main schemes to improve the housing condi- 
tions of the poor.? The first scheme, the demand-side policy, involves 
increasing the willingness of the poor to consume more housing services. 
The second scheme, the supply-side policy, involves reducing the costs of 
néw construction and rehabilitation, thereby boosting the supply of low- 
income housing to make minimum housing consumption more affordable 
to the poor. 

The first scheme works through the demand side of the market by 
granting rent subsidies for low-income families. An example of such a 
subsidy scheme is the federally subsidized Section 8 rental program in the 
United States.* Under this program, landlords of privately owned suitable 
housing are guaranteed a predetermined rent for their units. Eligible 
low-income households pay a certain proportion of their income as rent, the 
balance of the rent being paid by the federal government.9 Under the rent 
subsidy scheme, low-income households which initially consumed insuffi- 
cient housing-service units now consume adequate units, as they move from 
substandard quality housing to standard quality in order to qualify for 
housing allowances. 

Under the rent subsidy scheme, eligible households look for privately 
owned housing units. Local housing authorities then decide whether the 
units meet standards to qualify for direct subsidies. Alternatively, the 
housing authorities can lease units in privately owned properties and 
sublet these units at subsidized rents to eligible households. The ad- 
vantages of leased housing and the rent subsidy programs are that the 
programs result in a better income and racial mix, compared with the 
public housing strategy, which in some cases tends to produce a large 
concentration of low-income families of one particular race who are also 


8. Downs gives a comprehensive analysis of various strategies to house the poor. See Anthony Downs, 
"Housing the Urban Poor: The Economics of Various Strategies", American Economic Review, vol. 59 
(September 1969), pp. 646-651. 

4. Some states in the United States (e.g., Hawaii) also provide similar rental assistance under the rent 
supplement program. 

5. The advantage of the rental subsidy program, compared with the public housing policy in the United 
States, is that it provides better income mix in housing by utilizing the workings of the private housing 
market. Public housing, on the other hand, more often leads to "ghettoization" as "... the concentration 
of large numbers of low-income families in high-density public housing units appears to have the effect 
of isolating these people from the rest of the community, limiting their opportunities to improve their 
own and their family's well-being, and contributing to the continuance of a socially disadvantaged 
subculture within our society ..." (State of Hawaii, Journal of the Housing Representatives of the Third 
Legislature, General Session of 1965, p. 961). 

6. Of course, any income maintenance programs such as the food stamps scheme could also indirectly 
increase the consumption of housing services as moneys are fundable. Nevertheless, the rent subsidy 
could more effectively raise the consumption of housing services as the payments are earmarked for 
housing consumption. 
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likely to be on welfare.” The leased housing and rent subsidy programs try 
to take advantage of the workings of the private housing market in provid- 
ing housing to low-income tenants. This provision of housing to the poor 
by subsidies and leased housing is considered to be more efficient than that 
of the public housing strategy.? 

The second scheme involves the supply-side approach to low-income 
housing problems. The most common example of this scheme is the "public" 
housing project in the United States or the "council" housing in the United 
Kingdom through which the government directly provides new dwellings 
for occupancy by low-income families. With this approach, the government 
owns and manages low-cost housing units and rents them to low-income 
tenants at rents below market levels. Since these units are constructed, 
designed, owned and managed by the housing authorities, a minimum 
amount of housing services available to eligible households is thus assured. 
Since households eligible for public-assistance housing always exceed the 
number of housing units available, the public housing stock must be 
sufficiently large to have a great impact on the consumption of housing by 
the poor.? 

Construction or rehabilitation costs could also be indirectly reduced 
through regulatory reform. Rationalizing land-use policy, building, hous- 
ing and zoning codes, and construction permit processes Miis reduce both 
land and building costs. 

It has been argued that the present property tax "— (in the United 
States, for example) favors upper income groups in suburban areas. The 
system imposes penalties on low-income tenants living mainly in the 
central neighborhoods of cities. Therefore, if property tax on low-income 
rental housing could be reduced, rents would fall and the poor could then 
consume more housing services.!? Also, if the increase in property tax due 
to property improvement could be recovered through higher rents, property 
owners would be more willing to improve their properties. The process 
would help to prevent degradation of existing housing stock and would not 
result in less desirable housing units being made available to the poor. 

Poor lessees may also indirectly benefit from subsidies extended to 
homeowners by being able to consume more housing services than they 
would otherwise. In countries such as the United States, favorable income 





7. See,for example, Robert Taggart, Low-Income Housing: A Critique of Federal Aid (Baltimore: Johns 
Hopkins Press, 1970), p. 43. 

8. As stated in Frank de Leeuw and Sam H. Leaman, "The Section 23 Leasing Program", in T'he 
Economics of Federal Subsidy Program (Washington, D.C.: U.S. Government Printing Office, 1972), 
p. 644; and U.S. Government Printing Office, United States Statutes at Large, vol. 79 (1965), p. 455. 

9. Estimates on the number of families eligible for public housing in the United States differ. One 
estimate places the figure at less than 4 per cent, while the other indicates that it is in the region of 10-15 
per cent. See Robert L. Bish and Hugh O. Nourse, Urban Economics and Policy Analysis (New York: 
MeGraw-Hill Book Company, 1975), p. 231. 

10. See Werner Z. Hirsch, Urban Economics (New York: MacMillan Publishing Company, 1984), p. 92. 
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tax treatment is given to homeowners (and landlords) to encourage 
homeownership. Owner-occupied housing receives preferential tax treat- 
ment as mortgage interest, property taxes and some losses are deductible 
from income tax.!! However, the imputed rental value of the house, i.e., 
the amount equivalent to income from homeownership, is exempted from 
income taxation. Such tax concessions can effectively reduce the cost of 
housing. In a competitive housing market, this cost reduction in investment 
on housing can in turn reduce rents for standard rental housing units, 
making them more affordable to the poor. 

Like favorable tax treatment, the primary intention of which is not 
to reduce rents for the poor, the below-market interest rate loans program 
could also indirectly help the poor to consume more housing services.!? 
Under this program, qualified builders such as cooperatives and nonprofit 
or limited dividend organizations and corporations could obtain loans at 
interest rates below the prevailing levels from banks and other financial 
intermediaries with the difference in rates to be borne by the government. 
This reduction in financing costs, in a competitive housing market, would 
result in lower rents in lessee-occupied housing or lower user costs (rental 
prices) in owner-occupied housing than would exist in the-absence of this 
interest rate subsidy program.!? As suggested previously, rents payable 
by low-income households could be lower than would otherwise be possible 
without preferential tax treatment and interest subsidies. The supply of 
housing available to low-income families could increase because of such 
tax treatment and interest subsidies. With the benefits from tax savings 
and subsidies received by the higher income groups, this would reduce 
their demand for existing housing stock available to the poor. Also, the 
supply of housing for the higher income groups could be stimulated as a 
result of lower effective prices of housing stemming from tax savings and 
subsidy. The "filtering" process would work and thus provide more housing 
units to the next lower income group as a result of a decline in asset or 
rental prices. 


11. Note that the government can also reduce the income tax liabilities of houseowners and investors in 
rental housing by allowing accelerated depreciation on their properties. 

12. The other policy that aims to directly encourage homeownership is the mortgage insurance program 
in which the government insures the lender against the risk of the borrower defaulting. By reducing the 
lender's exposure to default in payment risks, the insurance program increases the availability of credit, 
thus reinforcing the impact of the interest rate subsidy program in keeping a lid on borrowing costs. Ohls 
believes that this has a far-reaching impact on housing markets. See James C. Ohls, "A Cross-Section 
Study of Demand Functions for Housing and Policy Implications of the Results" (Ph. D. dissertation, 

University of Pennsylvania, 1971), pp. 116-120. 

13. Aaron gives an estimate of the reduction in rent as a result of lower interest rates. See Hendry J. 

Aaron, Shelter and Subsidies (Washington, D.C.: The Brookings Institution, 1972), pp. 128-132. The policy 
of rent control is not mentioned here as it tends to aggravate and not to alleviate the housing problem. 
Urban renewal could eradicate slums and make way for the development of decent housing for the poor, 
though this is also not discussed here as it is motivated by other unrelated objectives. 
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Poverty in Singapore 


As in most countries, the single most important factor in the reduction 
of poverty in Singapore has been rapid and sustained secular economic 
. growth and the accompanying continuous enlargement and upgrading of 
employment opportunities. The economic expansion of the economy of 
Singapore in recent decades has been very impressive. Measured in real 
gross domestic product (GDP) per capita, the annual growth rate for the 
period 1965-1987 averaged 7.2 per cent, one of the best in the world.!4 

This rapid economic growth has brought about, among other things, a 
decline in the state of poverty in Singapore. As shown from the two sets of 
estimates in Table 1, the incidence of absolute poverty for all households 
has declined from 19.2 per cent in 1953/54 to 0.3 per cent (or 7.4 per cent) 
in 1982/83. Although the two estimates differ substantially, the achieve- 
ment reflected is enormous. 


Table 1: Incidence of Absolute Poverty for All Households, 
Selected Years 


Percentage of Households in Absolute Poverty 


Year Lim & Associates AUPE 
1953/54 19.2 " 
1972/78 7.0 30.8 
1977/78 1.5 14.8 
1982/83 0.3 TA 


. = not available. 


Sources: Lim Chong-Yah and Associates, Policy Options for the Singapore Economy (Singapore: McGraw-Hill, 
1988), Tables 14.1 and 14.2, p. 394; and Amalgamated Union of Public Employees (AUPE), Singapore. 


In Singapore, welfare assistance is given only to the destitutes who 
are normally totally disabled or chronically ill, having no independent 
means of financial support. To encourage those who can work—and work 
opportunities have been plentiful—unemployment benefits and other 
forms of financial aid are not available to individuals who are poor but not 
destitute. Even for those eligible for welfare assistance, cash allowances 


14. See World Bank, World Development Report 1989 (New York: Oxford University Press, 1989), 
Table 1, Pp. 164-165. 





96 Asian Development Review 


have been minimal. This is to encourage self-help and help from the family 
right from the start. Reliance on the government for the dole is to be 
discouraged, and financial assistance is given only in exceptional cir- 
cumstances. 

Although the government and some private charity organizations run 
homes for the destitute and the elderly in need, the trend is toward an 
increasing role for private organizations in the provision of these services. 

Apart from the contribution of economic growth to the reduction of 
poverty, the establishment of the Central Provident Fund (CPF) is also 
important in eradicating poverty in Singapore. The CPF, as a form of social 
security, provides for old-age financial support and thus reduces poverty 
after retirement. In addition, through the withdrawing mechanism, the 
CPF system also renders improvements in the consumption of housing 
services and, more importantly, makes near universal homeownership 
possible. 


Housing Conditions in Singapore 


Before 1960. The first report on housing conditions was probably 
made in 1907. Not unexpectedly, housing conditions then were very un- 
satisfactory, as dwellings were not only overcrowded but also characterized 
by lack of sanitation facilities and ventilation. Under population pressure, 
the housing conditions further deteriorated up to 1918.15 Following these 
findings, the Singapore Improvement Trust (SIT) was formed in 1927. 

The main function of SIT was to prepare and implement a general 
improvement plan for Singapore, and not simply to build low-cost housing. 
Specifically, the main tasks of SIT were to plan new roads and open spaces, 
to provide basic services, to carry out improvement programs for slum 
areas, and to provide shelter for those who had been evicted due to 
expropriation. The first SIT public housing scheme was started in 1936, 
nine years after SIT's inception, but the public housing program was: 
disrupted in 1941 during World War II. Many units were in fact destroyed. 
Most households continued to live in squatter settlements with no running 
water or basic health facilities. 

Several studies conducted after the war concluded that housing and 
living conditions, particularly in the urban center, were primitive. Fifty per 


18. Asanillustration of the housing shortage, the town population of 250,000 was living in about 20,000 
buildings in 1907. In 1931 there were about 37,000 buildings for a population of 570,000. See Liu Thai-ker, 
"A Review of Public Housing in Singapore," in Our Heritage and Beyond, ed. S. Jayakumar (Singapore: 
Singapore National Trades Union Congress, 1982), pp. 133-134. For other reports on housing conditions, 
see Goh Keng Swee, Urban Income and Housing (Singapore: Government Printing Office, 1956); 
Barrington Kaye, Upper Nankin Street, Singapore: À Sociological Study of Chinese Households Living in 
a Densely Populated Area (Singapore: University of Malaya, 1960); and C.W.A. Sonnett, Report of the 
Housing Committee (Singapore: Government Printer, 1948). 
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cent of the households had more than four adults per room, housing units 
were partitioned into as many as six rooms per floor, and more than 80 per 
cent of households had to share a dwelling with other families.!9 The SIT, 
due to its limited legislative power and financial resources, was not effec- 
tive in alleviating these serious housing problems. During its 32 years of 
existence, SIT only managed to build 23,019 housing units. The rate of 
construction was about 1,200 units per year.17 Given this slow rate of 
construction and the explosive rate of population growth after the war, 
housing and living conditions continued to deteriorate until the early 
1960s. 


After 1960. Singapore achieved Self-Government on 3 June 1959. 
Among other things, the nation was faced with acute housing shortages 
and squatter problems. The establishment of the Housing and Development 
Board (HDB) on 1 February 1960, about nine months after Self-Govern- 
ment, clearly reflected the urge and determination of the new administra- 
tion to alleviate housing problems. In terms of sheer quantity, HDB, 
currently the sole public housing authority in Singapore, has built over a 
half million apartment units over the 25 years of its existence. The peak 
rate of construction was achieved in 1984, when 67,017 units, or the 
equivalent of one unit every eight minutes, were built.18 

The housing program in Singapore has not only witnessed rapid 
growth in public housing but also a marked improvement in housing quality 
and living conditions for the local population at large. The adequacy or 
inadequacy of a housing unit is determined by two criteria: plumbing and 
crowding. According to one definition, a unit is considered substandard if 
it lacks hot running water, a private bath or shower, a flush toilet and if 
there is a ratio of more than one person per room.!? Although the criteria 
are very subjective and open to debate, they are nonetheless useful as rough 
indicators of housing conditions. Table 2 gives a summary of statistics for 
some of the main indicators of housing and living conditions in HDB 
housing units. Based on factors such as the average size of apartment units, 
floor area per person and number of persons per unit, it is evident that 
crowded conditions have clearly improved substantially. However, the 
conditions of plumbing, sanitation, ventilation and other basic health 


16. Goh Keng Swee, op. cit., Chapter 4, pp. 61-81. 

17. This is based on about 20 effective years of housing construction. The calculation is based on SIT's 
first year of housing construction in 1936, the last year of its existence in 1959, and net of four years lost 
in World War Il. In contrast, the annual rate of construction of the Housing and Development Board in 
the late 1970s was about 30,000 units, and in the early 1980s, about 45,000 units. 

18. Incidentally, that same year saw 41,556 live births, the equivalent of one birth about every 13 
minutes. 

19. As defined by the United States Bureau of the Census. However, the International Labour Office 
has questioned the criteria set by the Bureau. See International Labour Office, Housing and Employment 
(Geneva, 1948), pp. 4 and 9. 
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Table 2: Selected Characteristics of HDB Units, Selected Years 


Year 
Characteristics 1965 1975 1985 
Population in HDB units (millions) 0.45 1.05 2.09 
Owner-occupied HDB residents (millions) 0.02 0.44 1.59 
Lessee-occupied HDB residents (millions) 0.43 0.61 0.50 
Average size of unit (sq m) š 45.00 48.00 72.60 
Average floor area per person (sq m) 6.90 8.70 16.60 
Average number of persons per unit (persons) 6.50 5.50 4.40 
Average homeownership age (years) - 38.00 35.00 
Waiting time (years) ss 3-4 1.5-2 





.. = not available. 


Source: Aline K. Wong and Stephen H.K. Yeh, eds., Housing a Nation (Tokyo: Maruzen Asia, 1985), Table 3, 
p. 501. 


facilities are not reflected in the statistics. Judging from the structure and 
design of the units, construction standards, electricity and water supply, 
sewerage facilities and the annual expenditure on maintenance and repair 
of buildings, it can be concluded beyond reasonable doubt that there are no 
substandard units in HDB housing estates.”° 

Along with increasing availability of public housing in the form of 
concrete modern apartments built by HDB, as shown in Table 3, the 
percentage of the population living in attap and zinc-roofed houses and 
shophouses has declined greatly since 1970.21 

As indicated in Table 3, the percentage of public apartments has increased 
from 39.3 per cent to 72.2 per cent during the inter-census years. In absolute 


20. It should be emphasized that the units built by HDB are conventional houses, i.e., multiroom 
permanent dwellings of cement, steel, and glass. In fact, HDB has never considered building nonconven- 
tional houses or carrying out on-site improvements on slums. Also, HDB continues to upgrade units which 
were built in the 1960s when speed and cost were the main consideration. See Aline K. Wong and Stephen 
H.K. Yeh, eds., Housing a Nation (Tokyo: Maruzen Asia, 1985), pp. 100-101. An ambitious program to 
upgrade HDB estates has also been planned to refurbish public housing so that they “approximate private 
condominiums in terms of quality, attractiveness of the environment, privacy and exclusivity". The 
program, which will cost S$12 million to S$15 million and take 15 to 20 years to complete, aims to provide, 
among other things, improvements inside the units. 

21. Here we assume that all attap and zinc-roofed houses and shophouses are substandard dwelling: 
units, which may not be true. Since the total number of these dwelling units and the average persons per 
unit have decreased (see last two columns of Tables 2 and 3 and note "a" of Table 3), the total population 
living in these houses has correspondingly decreased. The total population living in slums and squatters 
“has also declined from 0.56 million in 1965 to 0.13 million in 1985. See Wong and Yeh, op. cit., Table 3, 
p. 501. 


Shelter for the Poor: Housing Policy in Singapore 99 


terms, the number of public housing units has almost tripled from 120,138 to 
337,198 units. The total units managed by HDB and the percentage of popula- 
tion living in these units are shown in Table 4..As there is an increasing 
proportion of population living in public units (about 87 per cent by 1988), and 
since public units are by all criteria not substandard, these factors, together 
with the fact that the number of persons per unit has declined, lead to the 
conclusion that the amount and quality of housing services consumed by the 
majority of the population have increased spectacularly. 

It may be concluded that the problem of insufficient consumption of 
housing services in Singapore has been basically eliminated. Apart from 
HDB’s effective housing construction program as reflected in the high 
proportion of the population living in HDB units (87 per cent by 1988), it 
is also significant that a high percentage (71 per cent by 1988) represents 
owner-occupied units (see Table 4). 


Housing Policy in Singapore 


As noted earlier, Singapore faced an acute shortage of standard 
housing in the early 1960s. Consequently, the initial policy of the HDB was 
aimed at building the maximum number of low-cost rental units in the 
shortest time possible. Subsequently, the program assumed a new perspec- 
tive aimed at achieving extensive homeownership, as it was deemed that 
homeownership would give rise to a more stable society. In 1964 the HDB 
launched the Homeownership Scheme.?? However, the scheme got off to a 
slow start despite its low mortgage interest rate and long repayment 
period. This was due mainly to the difficulty of meeting cash downpay- 
ments: there were simply not enough personal savings to tap. 

Utilizing and increasing CPF savings has been the main instrument 
used to increase the capability for home financing.? The CPF is a man- 
datory savings scheme for virtually all employees, public or private, in 
Singapore. Employers or the self-employed are exempted from the 


22. Homeownership Scheme is the official title of the program. However, buyers lease the units for 99 
years. Therefore, homeowners are de facto lessees of HDB. 

23. Singapore is not the only country that utilizes members’ own CPF savings to finance their dwelling 
units. In Malaysia, for example, members of the Employees Provident Fund are allowed to withdraw 10 
per cent of the purchase price of the house, or not more than 45 per cent of contribution accumulated, 
whichever is the lesser, subject to a maximum amount of M$20,000. Members of the Fiji National 
Provident Fund are allowed to utilize up to two thirds of their credit to buy a house or other approved 
activities related to housing and land. See Goh Ban Lee, Buying a House in Malaysia (Kuala Lumpur: 
Marican & Sons, 1985), p. 120; and International Labour Office, International Social Security Review, 
1/85, p. 215. 

24. Unless employees are earning very low wages. Employers and employees are exempted from 
contributing if employees are earning very low wages. For example, contributions by private employers 
and their employees are waived at present if these employees are earning less than S$50 per month. Full 
contributions are payable by both employers for employees making more than S$363 a month. š 
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Table 3: Census Houses, Average Number of Households and Average 
Number of Persons by Type of House, Census Years 1970 and 1980 





Average Number Average Number 
. of Household of Persons 
Percentages Per House Per House 
Type of House 1970 1980 1970 1980 1970 1980 
Bungalows and 
Terrace Houses 13.0 9.3 1.36 1.09 6.84 5.06 
Public Flats 89.3 72.2 1.03 1.02 5.67 4.83 
Private Flats 8.3 8.5 1.17 1.11 4.85 3.91 
Shophouses 6.5 2.9? 2.41 2.10 9.43 6.98 
Attap and Zinc- 
roofed Houses 34.0 10.8? 1.28 1.25 7.52 7.21 
Others 


3.9 1.3 1.27 1.50 5.21 4.97 





a Interms of absolute number, shophouses decreased from 19,806 to 13,453, and attap and zinc-roofed houses 
from 104,188 to 50,313. Except for the "others" category, the absolute number of remaining types of housing 
has increased. . 


Source: Khoo Chian Kim, Census of Population 1980, Singapore, Release No. 6, Households and Houses 
(Singapore: Department of Statistics, 1981), Tables 6.7 and 6.8, pp. 9-10. 


Table 4: Number of Units Managed by HDB, Percentage of Population 
Living in HDB Units and Percentage of Owner-Occupied Units, 


Selected Years 
Population 
Owner- Population Living in 
Occupied Living in Owner-Occupied 
Number of Units HDB Units HDB Units 
Year HDB Units (96) (%) l (%) 
1960 21,968 is 9 
1965 69,660 ee 23 " 
1970 123,124 26 35 9 
1975 229,338 52 54 22 
1980 370,044 64 73 42 
1985 551,767 76 84 64 
1986 585,445 78 85 : 66 
1987 612,826 80 86 69 
1988 630,645 82 87 7i 


.. = not available. 


Sources: Department of Statistics, Economic & Social Statistics, Singapore 1960-1982, Tables 8.9 and 8.10, 
pp. 117-118; and Yearbook of Statistics (Singapore, 1988), p. 18. 
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scheme.?5 The CPF Board maintains separate accounts for each and every 
one of its members. Employees currently working or active CPF members, 
must, by law, make monthly contributions, up to a certain percentage of 
their income, to the CPF. Their contributions are credited to their own 
individual accounts. In addition, their employers must match these con- 
tributions by contributing monthly to employees' individual accounts. 
Again, employers' contributions also total a fixed proportion of employees' 
income—the proportion need not necessarily be the same as that of 
employees—and are subject to a maximum amount. Hence, monthly com- 
pulsory savings of an individual CPF member are accumulated at a rate 
equal to the sum of the member's own and employer's contribution rates. 

It should be emphasized that contributions or savings are individual- 
ized under the CPF system, with principal and interest earned also credited 
to each individual's own account. Consequently, the amount recoverable by 
an individual member is solely determined by savings and interest accumu- 
lated in the member's own account. In other words, the CPF is a fully 
funded social security scheme. Contributions are not pooled, and precisely 
for this reason the CPF may not face the same solvency problems that most 
pay-as-you-go social insurance systems in industrial countries are facing, 
or eventually will face as their populations age. 

As a means to increase capability for home financing, the CPF Act was 
amended in 1968. Under the CPF Ordinance, mandatory savings accumu- 
lated can only be withdrawn at the age of 55, unless the member dies, 
becomes permanently disabled, or leaves Singapore (and Peninsular 
Malaysia) permanently. Under the amendment, members have been al- 
lowed to withdraw their savings, which otherwise would be frozen until the 
age of 55 in order to enable members to meet downpayment requirements 
and subsequent monthly mortgage repayments for HDB units. 

In 1970 the CPF Ordinance was further amended to permit the use of 
CPF funds for the purchase of housing units built by other public housing 
authorities such as the Housing and Urban Development Company 
(HUDC).?6 Since apartments built by the public sector are intended to 
house the low income segment of the population, and as there is always a 
long waiting list for public units, a maximum household income ceiling is 
imposed on public housing applications to limit potential buyers. Some 
households excluded from the public housing program are priced-out from 
the private housing market since their income, though too high to qualify 
for public units, is too low to purchase higher priced private units. To 
accommodate this group of families in the purchase of private units, the 





25. There are plans to include the self-employed Singaporeans in the CPF (see The Straits Times, 25 
June 1984). At present, employers and the self-employed could join the CPF voluntarily. To encourage 
them to participate in the CPF scheme, a tax relief on contributions up to 8$7,200 was granted from 
August 1987, 

26. The HUDC ceased to exist after its functions were transferred to the HDB in 1982. 
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CPF Ordinance was again amended in 1981. Under the altered Ordinance 
and the associated Approved Residential Properties Scheme, members 
have been allowed to utilize their CPF savings before age 55 for the 
purchase of units built by the private sector. 

Besides the first-time private housing buyers who are not allowed to 
own publie housing because of their (high) income levels, there are also 
owners of public units who wish to own private housing. Although HDB 
has, for fear of profiteering, established penalties of sorts to discourage the 
resale of public units, the resale rulings have been changed at various times 
to accommodate "genuine" HDB apartment owners who wish to become 
private houseowners. Reducing the period for HDB units before owners can 
sell their units in the secondary market at market prices (rather than 
having owners sell back to HDB at original purchase prices) and the 
exemption from paying resale levies (ranging from 10 per cent to 30 per 
cent of resale prices) are the main measures by which the transfer from 
public to private homeownership is facilitated.?" 

It is illuminating to note the relationship between homeownership and 
the increase in CPF contribution rates. Both employer and employee rates 
remained unchanged at 5 per cent (of employees wages) between 1955 and 
August 1968, the years when the CPF scheme was instated. The two rates 
rose to 6.5 per cent in September 1968, which was also the month when 
CPF members were for the first time able to withdraw CPF savings for the 
purchase of HDB units before the normal withdrawal age of 55. To enhance 
the affordability of public units on an ongoing basis, employer and 
employee contribution rates were increased almost yearly from 1968 (see 
Table 5). At times, such as in 1974, 1979, 1980 and 1981, the increase in 
the rate of contribution also cushioned the impact of price increases on 
HDB units during these years. For some years, the increases in rates also 
served, inter alia, to reduce purchasing power, thus helping to dampen 
inflationary pressures; this was in addition to the contribution to restruc- 
turing of the Singapore economy by easing out labor-intensive, low value- 
added, low-technology activities.?8 

The extent to which CPF savings have been channeled into the 
homeownership scheme can be viewed from another perspective. À Special 
Account was established in 1977. Funds accumulated in this Account could 
not be withdrawn before the age of 55 unless under exceptional circumstan- 
ces, such as physical incapacitation, death, or permanent departure from 
Singapore (and Peninsular Malaysia). With the establishment of the Spe- 
cial Account, it became necessary to set up another account to record 


27. For details, see "Housing Schemes: Policies and Procedures," in Housing a Nation, ed. Aline K. Wong 


and Stephen H.K. Yeh (Tokyo: Maruzen Asia, 1985), Chapter 7, pp. 235-236. 
28. For an analysis of economic structuring in Singapore, see Lim Chong-Yah, Singapore (Singapore: 
Federal Publications, 1984). 
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Table 5: CPF Contribution Rate as a Percentage of Income, 1955-1989 


Rate of Contribution 
Year? By Employee By Employer Total 
1955 5.0 5.0 10.0 
September 1968 :6.5 6.5 18.0 
January 1970 8.0 8.0 16.0 
January 1971 10.0 10.0 20.0 
1972 10.0 : 14.0 24.0 
1973 11.0 15.0 26.0 
1974 15.0 15.0 30.0 
1977 15.5 15.5 31.0 
1978 16.5 16.5 88.0 
1979 16.5 20.5 37.0 
1980 18.0 20.5 38.5 
1981 22.0 20.5 42.5 
1982 28.0 22.0 45.0 
1988 23.0 23.0 46.0 
1984 25.0 25.0 50.0 
April 1986 25.0 10.0 35.0 
1988 24.05 12.0 36.0 
1989 23.0 15.0 38.0 


a From July each year, unless otherwise specified. 


b For employees aged up to 55 only. From July 1988, the CPF Board implemented a declining rate scale for 
employees of age 55 and above. 


Source: Central Provident Fund Board, Annual Report (Singapore, various years). 


contributions made to and withdrawn from, under normal circumstances, 
before the age of 55. The Ordinary Account was thus instituted along with 
the Special Account in 1977. 


After 1968. Savings in the Ordinary Account could be utilized to 
finance the purchase of housing. Additional schemes were added to enable 
members to withdraw savings from Ordinary Accounts, and these have 
included the purchase of shares in the Singapore Bus Services (1978), the 
Home Protection Insurance Scheme (1981), Company Welfarism Through 
Employers’ Contributions Scheme (1984), the Approved Non-Residential 
Properties Scheme and the Approved Share and Gold Scheme (in. 1986), 
and the Dependents Insurance Protection Scheme and the Approved 
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Education Scheme (1989). However, the purchase of houses under the 
Homeownership Scheme has accounted for most of the funds from total CPF 
withdrawals, as shown in Table 6. 

It is clear from Table 7 that although the percentage of Ordinary 
Account contributions to total contributions has decreased from 100 per 
cent as more accounts have been introduced: since 1977, contributions to 
Ordinary Account as a percentage of the level of income have not declined 
except in 1986. At the height of contributions, as much as 40 per cent of 
incomes had been diverted into Ordinary Accounts, all of which could have 
been withdrawn for the purchase of housing. The all-in contribution rates 
were 50 per cent of total income. 


Additional Measures. The year 1985 witnessed a recession for the 
Singapore economy. Real GDP registered a negative growth rate of 1.8 per 
cent in 1985 for the first time since Independence in 1965.?? It was felt that 


Table 6: Withdrawals under Housing Schemes as a 
Percentage of Total CPF Withdrawals, 1974-1988 


Year Percentages 
1974 60.1 
1975 62.2 
1976 72.9 
1977 76.2 
1978 74.3 
1979 69.7 
1980 66.9 
1981 64.7 
1982 64.2 
1983 65.3 
1984 76.7 
1985 76.4 
1986 69.2 
1987 61.6 
1988 . 69.2 


Source: Derived from Department of Statistics, Yearbook of Statistics (Singapore, 1988), 
Table 12.16, p. 242. 





29. For an anatomy of the recession in 1985, see Lim Chong-Yah and Associates, Policy Options for the 
Singapore Economy (Singapore: McGraw-Hill, 1988), Chapter 2. 
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Singapore had lost its international competitiveness, mainly as a result of 
its high operating costs. High employer CPF contribution rates were iden- 
tified as one of the main factors leading to high labor costs. In April 1986 
employer contribution rates were cut from 25 per cent to 10 per cent. One 
of the immediate results of this reduction in contributions was that some 
homeowners encountered difficulties in financing their housing loans using 
contributions from their CPF Ordinary Accounts. A decrease in the source 
of house financing amounting to 15 per cent of wages could produce cash 
flow problems for some homeowners who had been using their CPF savings 
to finance the purchase of housing. 

To alleviate financing difficulties for such members, the Special Ac- 
count was suspended in April 1986, and the:4 per cent contribution was 
transferred to the Ordinary Account. If members still had problems in 
financing their housing loans after the diversion of the 4 per cent contribu- 
tion from the Special Account, they were allowed to draw the balances in 
their Special Account to finance monthly repàyments, once their balances 
in the Ordinary Account were depleted. In addition, the government ini- 
tially provided a bridging loan of S$3 million to help private homeowners 
in servicing housing loans following the reduction in employer contribution 
rates. 

Homeownership is now strengthened by two measures, namely, the 
compulsory Home Protection Insurance Scheme and the non-dispossession 
of ownership under the Housing and Development Act. The Insurance 
Scheme, in which participation of all HDB unit owners is mandatory, was 
implemented with an amendment made to the CPF Act in November 
1981.9? Upon payment of premium, through a one-time reduction from the 
CPF savings, the CPF Board pays any outstanding loans for members who: 
are permanently disabled or who die.?! In these cases, members or depend- 
ents of members do not lose their housing units even when loans have not 
been fully repaid. The Housing and Development Act stipulates that HDB 
homeownership cannot be dispossessed as a result ofbankruptcy. HDB unit 
owners and their families can thus keep their units even if such an 
unfortunate event should occur. ^ 


30. The CPFis a fully-funded system. Members recover the principal they have put in and interest earned 
intheir own accounts. The Home Protection Insurance Scheme, however, introduces a cross-subsidization 
element in the CPF among members who are also HDB unit owners. 

31. Two main amendments will be made in the future. First, the CPF Board may require new CPF 
members to undergo medical examination before deciding whether they are allowed to participate in the 
Home Protection Insurance Scheme. Second, the Home Protection Scheme will be extended to cover 
non-members of the CPF who jointly service housing loans with CPF members. (At present, the Scheme 
only covers CPF members even though in some cases, the financing of the housing loans comes mainly 
from non-CPF members. Thus, families are protected from losing their units should non-CPF members 
die or become permanently incapacitated before loans are fully repaid.) See Business Times, 1 December 
1987. 


Shelter for the Poor: Housing Policy in Singapore 107 


Land Acquisition and Subsidy. As explained earlier, the creation 
of effective demand for housing in Singapore is initiated through economic 
growth, compulsory savings through the CPF, and early withdrawals of 
CPF savings for home financing. An equally important factor contributing 
to the success of the public housing program in Singapore is the low selling 
price of public housing units. Although HDB has been able to lower con- 
Struction costs through economies of scale, improvement in construction 
technology and the control of material prices, the main reason prices of 
HDB units are within the reach of most Singaporeans is that HDB can 
purchase land at low cost from the government. 

The government, through the Land Acquisition Act, can acquire land 
for public purposes such as the building of HDB units. With the creation of 
a land bank through the Land Acquisition Act, the government can make 
land more readily available for the construction of public housing units, 
among other things. It should also be mentioned that land acquired under 
the Act is paid for at compensation rates which are much lower than market 
values. Notwithstanding the equity implications for land acquired at low 
market values, land costs are low for the construction of HDB housing units 
mainly as a result of land acquisition.?? The low costs of land in turn make 
public housing more affordable to Singaporeans. 

Another factor in the low prices of HDB units is the large subsidies 
granted by the government to these units. In fact, "up to a quarter of all 
HDB units are subsidized to the extent of as much as, and sometimes more 
than, a third of their costs, excluding land costs.'93 


Rationale. The two main aspects of housing consumption are the 
amount consumed and the percentage of homeownership. The rationale 
behind support of consumption of some minimum amount of housing ser- 
vices is well established. Economists argue that if households fail to 
consume sufficient housing services, the problem will generate undesirable 
third-party effects in neighboring households. This public-good oriented 
nature of ill effects, or the so-called negative externalities, could be mini- 
mized or eliminated if these households, with the help of public assistance, 
were able to increase consumption of housing services.?4 Others feel that 
housing consumption is "meritorious" and more valuable than current 
consumer choice would suggest, and hence deserving of public subsidies.29 


32. The equity issues of the Land Acquisition Act are discussed in Lim Chong-Yah and Associates, op. 
cit., pp. 62-63 and p. 98. 

33. Report from the Straits Times, 21 December 1984, quoted in Lim and Associates, op. cit., p. 62. 

34. For details of these arguments, see, for example, "Major Rationales for Federal Housing Policies", in 
Housing in the Seventies: Working Papers, vol. 1 (Washington, D.C.: U.S. Department of Housing and 
Urban Development, 1976), pp. 181-531. 

35. See Richard A. Musgrave, The Theory of Public Finance (New York: McGraw Hill, 1959), p. 18; and 
"Policies of Housing Support: Rationale and Instruments," in Housing in the Seventies: Working Papers, 
vol. 1 (Washington, D.C.: U.S. Department of Housing and Urban Development, 1976), pp. 216-218. 
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Government intervention in the housing market may also be justified on 
equity grounds. It is believed that in the absence of government action, the 
market would fail to achieve horizontal or vertical equity in the consump- 
tion of housing. 

The other aspect of government intervention in housing is related to 
homeownership. Government support for homeownership could be viewed 
as a response to the common aspiration for ownership. Often, measures are 
taken to achieve certain social and economic objectives, which include the 
homeowner's (as opposed to the tenant's) propensity to save, which induces 
a higher rate of investment and capital formation, and hence higher 
economie growth. Owners also tend to maintain their units in better 
condition and therefore more resources can be saved when there are more 
owners; homeowners are better citizens and homeownership promotes 
political stability, as homeowners have a greater economic stake in their 
country.°6 

Among the above reasons in favor of homeownership, perhaps the 
Singapore Government values most the contribution to stability generated 
by homeownership. The importance of this form of ownership may be 
summarized in the following statement by Prime Minister Lee Kuan Yew: 


"that people want to own their homes and that HDB homes must be at prices 
and in installments within the CPF savings of nearly all households. ... This 
is because it is more a security consideration than a housing problem. ... 
Nobody will be keen to be called up to fight and to defend Singapore if he owns 
nothing of it. ... He wants his own share of Singapore, his home. ... For the 
young citizen, his house will be his major and most valuable asset. It has to be 
done in our national interest. It is vital for our security."9? 


Other Social Objectives. It has been observed that public housing 
in some countries has contributed to race and income segregation. In the 
Singapore case, the housing of families with different income levels and of 
different ethnic groups in high-rise HDB housing units produces more 
heterogeneous communities. Historically, there has been segregation of the 
various major ethnic groups in Singapore, with certain areas showing a 
concentration of Malay or Chinese or Indian population. With the clearing 
of land, urban renewal, public housing programs and the reallocation of 
families, Singapore housing estates have become more ethnically and 
socially mixed. 


36. Based on Raymond J. Struyk, Should Government Encourage Homeownership? (Washington, D.C.: 
The Urban Institute, 1977), pp. 9-10; Dan Throop Smith, Federal Tax Reform (New York: McGraw Hill, 
1961), pp. 91-92; and Stephen Merrit, State Housing in Britain (London: Routedge and Kegan Paul, 1979), 
p. 248. 

37. From "Excerpts from Prime Minister's Discussion with PAP MP's on 17 November 1981", p. 3. 
President Franklin D. Roosevelt also made a similar statement: "... a nation of homeownership, of people 
who own a real share in their own land, is unconquerable", The New York Times, 17 November 1942. 
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Change in planning for housing is another way of achieving a better 
mixed nation. The HUDC was incorporated in 1974 to provide housing for 
the middle-income groups. The HUDC housing units are bigger and better 
designed. They are also constructed at prime locations and have therefore 
developed into exclusive enclaves. The government was of the view that 
households of different income levels and characteristics should be more 
integrated. To this end, from 1980 onward, new HUDC housing plans were 
incorporated into the HDB overall plan.?8 


Conclusion 


In some countries, public housing is associated with low-income and 
broken families, juvenile delinquency, high crime rates and slums.?? In 
Singapore, however, public housing is a symbol of national achievement. 
The massive housing program in Singapore started as a modest hope to 
provide low-cost rental residential units to satisfy urgent and serious 
housing needs. The HDB has constructed sufficient housing stock to en- 
large and improve housing consumption. Today about 87 per cent of the 
total population live in standard housing units built by HDB, consuming 
housing services over and above the minimum considered as necessities of 
life. Also, a remarkable aspect about the housing achievement in Singapore 
is the extraordinarily high homeownership rate.*? One of the factors that 
contributed to the success of the housing program in Singapore has been 
an efficient housing authority motivated by the government's determina- 
tion to improve housing and living conditions.*! With the help of the land 
acquisition legislation, the authority has been able to speedily clear land, 
squatter settlements and dilapidated areas for new construction, and make 
land available at far below market prices. 

On the demand side, the government has been able to achieve an 
impressive economic growth during the same period of massive housing 


38. Thegovernment has also planned to sell parcels of land within HDB new towns to developers to build 
private homes. This policy will undoubtedly contribute to more heterogenous communities in HDB 
estates. 

39. Theoften-cited example of failure of public housing isthe Pruitt-Igoe project in St. Louis. The project, 
which cost $30 million, was abandoned in the early 1970s after only 15 years. 

40. Some observers conclude that public housing in some countries is too expensive, even for renting. 
For example, see S.K. Mayo, S. Malpezzi, and D.J. Gross, "Shelter Strategies for the Urban Poor in 
Developing Countries", World Bank Research Observer, vol. 1, no. 2, p. 190. In Singapore, as indicated in 
Table 2, the average waiting time to own a public unit has been shortened from 3-4 years to 1.5-2 years. 
Also, as noted in Table 2, the average age of first-time buyers of HDB units has decreased from 38 to 35 
years. 

41. Even in his critical paper on housing in Singapore, Pugh concludes, among other things, that "... 
public housing redistributes income downwards, leading to lower rents and prices than we would expect 
in privately provided housing..." See Cedric Pugh, The Political Economy of Housing in Singapore, Staff 
Seminar Paper, no. 13, 1983/84 (Department of Economics and Statistics, National University of 
Singapore), p. 33. 
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programs, thus making higher expenditure on housing possible. The more 
important thing to note is the mechanism adopted for financing 
homeownership through the appropriate timing in raising of CPF contribu- 
tion rates and the withdrawal schemes. As a result, families are in a much 
better financial position to purchase their own houses. 

Although the very high compulsory savings rates may have some 
side-effects on economic growth and withdrawal schemes are excessive 
housing-consumption biased, the mechanism, as a whole, has made suffi- 
cient housing consumption and widespread homeownership possible.*? 





42. For details, see Lim Chong-Yah and Associates, op. cit., pp. 89-90; and Lim Chong-Yah, Tay 
Boon-Nga,et al., "Report on the Central Provident Fund Study Group", The Singapore Economic Review, 
Special Issue, vol. 31 (1 April 1986), Chapter 4. 


_ Policies for Poverty Alleviation 
Montek S. Ahluwalia* 


he phenomenon of mass poverty in developing countries and its 

relationship to the development process has been the subject of 

intense study for the past two decades. As a result, a considerable 

consensus has emerged on a number of issues. The pessimistic 
view that the growth process in developing countries has the perverse effect 
of actually accentuating poverty commands far fewer followers today than 
it once did. It is now widely recognized that the process of growth in most 
countries, even if not as equitable as might be wished, has at least led to 
significant improvements in the conditions of living of the poor. However, 
it is also evident that in many countries the pace of improvement has been 
slow, and in general much below expectations. 

Notable examples of success in overcoming mass poverty can be cited 
from very different types of development strategies adopted such as in the 
Republic of Korea and Taipei, China on the one hand, and the People's 
Republic of China on the other.! Impressive gains also appear to have been 
made more recently in Malaysia and Thailand. But elsewhere in Asia, as 
also in other parts of the developing world, the record is much less en- 
couraging. This is partly because in many countries the pace of growth, 
especially in per capita terms, has been only modest. It is also partly 
because the nature of growth in many cases has been such as to limit the 
percolation of benefits to the poor. And yet expectations and political 
consciousness have increased dramatically in all developing countries 
requiring immediate and visible progress in poverty alleviation. 

Against this background, it is not surprising that poverty alleviation 
is no longer regarded as something that can be safely left to the process of 
growth and the operation of automatic "trickle down" processes alone. On 
the contrary, it is now widely accepted that poverty alleviation must be 
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treated as an explicit objective and development strategies must be con- 
sciously structured to achieve this objective. Many national plans now have 
explicit quantitative targets for reduction in poverty and related issues 
such as creation of employment and provision of basic needs. There is also 
much greater interest in establishing an explicit linkage between policy 
formulation and the achievement of poverty-related objectives. But itis not 
always clear what structuring of policy is most likely to achieve these 
objectives. This article attempts to throw some light on this issue. 

The article first provides a general framework for identifying the 
major factors which determine the extent of income inequality, and there- 
fore of poverty, in a typical developing country setting. It then uses this 
framework to identify some of the key elements in the process of develop- 
ment which affect the degree of poverty, and considers how development 
policy can influence the operation of these mechanisms to ensure a 
favorable impact on incomes of the poor. Finally, it deals with policies of 
"targeted intervention", aimed at directly improving the conditions of 
identified groups of poor households. It is important to emphasize that the 
article focuses principally on the determinants of poverty and the scope for 
poverty alleviation. The related issues of the degree of inequality, and 
policy prescriptions in this regard, are not addressed in this article. 


Asset Ownership, Income Generation and Poverty 


The income of a household is the sum of what it earns from the various 
income earning assets which it commands, e.g., land, capital and labor of 
various levels of skill. In an accounting sense, therefore, the distribution 
of income across households or the extent of poverty is simply the resultant 
of two outcomes of the development process: (i) the distribution of income- 
earning assets across households; and (ii) the rate of return or income 
earned by these assets in the relevant factor markets. To influence the 
extent of inequality or the extent of poverty in the process of development, 
it follows that we must either seek to influence the factors which determine 
the distribution of income-earning assets across households or the factors 
which determine the earnings of these assets. 

This approach provides a simple framework for identifying the char- 
acteristics, and to some extent the proximate:causes, of poverty in develop- 
ing countries. À household is poor if the sum total of income earning assets 
which it commands, including land, capital and labor, cannot provide an 
income above the poverty line. The poor in rural areas are those who do not 
own any land, or at any rate, not enough of it. Lack of land would not by 
itself imply poverty if their labor could command a high enough wage 
income. However, the labor endowment of tlie poor consists essentially of 
unskilled labor, which typically does not provide a high enough level of 
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wage income, both because wages are low and also because enough employ-. 
ment may not be available even at the going wage rate. Similar problems 
limit the earning power of the poor in urban,areas. Most of them are 
dependent on poorly paid and irregular wage employment, typically in the 
informal sector. Large numbers are also engaged in the petty commodity 
production, or in the supply of the simplest services, in both cases severely 
constrained by lack of capital and low technology. 

Inadequate ownership of income earning assets is not however the 
whole story. The poorest households also suffer from a problem of “lack of 
access" which compounds problems arising from insufficient ownership of 
physical and human assets. One dimension of lack of access relates to social 
services such as health and education which directly affect household 
welfare. The poor typically get much less than a fair share of such services. 
This is partly because governments do not invest enough to ensure an 
adequate supply of these services and the limited supply available is 
pre-empted by non-poor households. Even where the quantitative 
availability of the services is not a constraint, the paor may not have 
adequate access for a variety of reasons. 

Apart from lack of access to social services, the poor also suffer from 
problems of access which directly reduce their income earning capacity 
from their given asset endowment. The poor often lack access to informa- 
tion and other support services which could directly help increase their 
incomes in their existing production activity, e.g., information on feasible 
technology improvements or information on marketing. They also lack 
access to credit which is a key requirement for upgrading the income 
potential of any production enterprise. 

Lack of access to credit as a factor accentuating the poverty of many 
socioeconomic groups is particularly important because the economic struc- 
ture of most developing countries is such that the poor are not exclusively 
engaged in wage employment. À large number of poor households subsist 
as independent but very small producers in agriculture or in other sectors 
and lack of credit makes it difficult for such producers to invest adequately 
in fixed capital, or to obtain larger working capital, both of which are 
needed to increase production and income levels in their enterprise. This 
lack of access often arises from institutional biases which prevent financial 
institutions such as banks from responding to the needs of the poor, even 
for projects which are economically viable. There are "attitudinal biases" 
of managers which are often deeply entrenched, and may even be uncon- 
scious. Established norms and practices of commercial banking can also 
present constraints as in the case of requirements for lending on the basis 
of collateral security which may make it impossible for poor households to 
obtain credit from banks even for projects which in themselves have a high 
enough rate of return. Even when the requirement of collateral security is 
formally done away with, situations can arise where for example share- 


114 Asian Development Review 


croppers are unable to obtain crop loans from banks since they cannot 
provide documentary evidence of their tenurial status and therefore their 
right to the crop. Such evidence often cannot be provided mainly because 
landowners are reluctant to provide it for fear that it may become the basis 
for the tenant to establish some tenurial rights. 

Unavailability of institutional credit not only limits the ability of poor 
households to improve their incomes through higher productivity but can 
also have a compounded adverse impact on other sources of income if credit 
markets are interlocked with other markets. Shareholders unable to get 
access to institutional credit may be forced to take credit from the landlord, 
which in turn may weaken their bargaining power in other areas, leading, 
for example, to the payment of abnormally high rental shares for land, or 
acceptance of abnormally low wages in various types of "bonded labor" 
arrangements. Similarly, small farmers and sharecroppers, forced to take 
credit from moneylenders, may become vulnerable in selling their 
marketed surplus by being forced to accept abnormally low prices fixed in 
advance. 

This static picture of the factors affecting income levels of the poor 
points to two possible types of poverty alleviation strategies. One is the 
"direct approach" based on the perception that since the poor lack land, 
capital, credit and employment, the strategy for poverty alleviation must 
be to fill these gaps directly through government intervention. Typically, 
this involves direct intervention in the form of targeted programs aimed at 
giving land (either title or security of tenure), credit in support of self- 
employment schemes, or direct employment in government funded employ- 
ment programs. 

The second direction which poverty alleviation strategies can take is 
what Bhagwati has called the "indirect approach".? This approach focuses 
on the poverty reducing potential of the growth process by appropriate 
choice of policies and development strategies which would enhance the flow 
of benefits to the poor. The indirect approach thus defined should not be 
interpreted as a passive reliance upon "trickle down" processes alone. 
Rather it should be interpreted as making a conscious attempt to identify 
the total policy framework which is most likely to ensure that growth takes 
place in a manner which also ensures significant progress in poverty 
alleviation. The difference between the direct and the indirect approach is 
principally that the former focuses directly on the present production 
occupations of the poor, and seeks to enhance their income earning capacity 
in those occupations whereas the indirect approach focuses on identifying 
strategies which will influence the total operation of the economy to 
strengthen the poverty reducing impact of growth. 


2. Jagdish Bhagwati , "Poverty and Public Policy", World Development, vol. 16, no.5 (1988). 
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The Indirect Approach: Poverty Alleviation through Growth 


Detailed prescriptions for the policy framework which maximizes the 
impact of growth on poverty alleviation would necessarily vary from 
country to country but some broad generalizations are possible based on 
what we have learned from experience. In this section we examine five key 
factors which are likely to have a powerful impact on incomes of the poor 
and consider the scope for policy intervention in each area. These areas are 
the availability of land, the scope for employment generation in agricul- 
ture, the pace of employment generation in the non-agriculture sector, 
human resource development and population control. 


Availability of Land. We have already noted that ownership of land 
is an important determinant of poverty among rural households. Unfor- 
tunately, this is also an area where the dynamics of the growth process is 
unlikely to operate in favor of poorer households. On the contrary, in a 
situation where land is already scarce and demographic pressures are 
mounting, one would expect to see continuing fragmentation of landhold- 
ings for most categories of landholders, with a consequent increase in both 
landlessness and the extent of marginal sized holdings. Growing pressure 
of population on land also weakens the position of smaller tenant farmers, 
especially in a situation where tenancy reforms have either not been 
carried out or are ineffective. 

It is not always possible to say unambiguously whether the process of 
fragmentation will make the overall distribution of land more or less 
concentrated since the process involves large farms splitting up into mid- 
dle-sized farms and middle-sized farms into small-sized farms. Much there- 
fore depends upon the concentration index we use. But it is unambiguously 
the case that the availability of land as an income earning asset for the 
poorer segments of the population will only decrease. There are only two 
ways of countering this process. One is to redistribute the existing stock of 
land through land reforms, and the other is to rely on technological change 
to have a "land augmenting" effect increasing the productivity and income 
and employment generating capability of each hectare of land. 

Land reform is a potentially powerful direct instrument for improving 
access to land for the poor and creating a set of favorable initial conditions 
for egalitarian growth. Where the land reform leads to a shift from large- 
scale farming to smaller sized but viable family farms, its total effect could 
also be efficiency enhancing. However, the experience with land reforms 
Shows only a few examples where it has been carried out with success. The . 
land reform carried out in the Republic of Korea and Taipei, China in the 
early stages of their development was thoroughgoing and successful and 
laid the foundation for a fairly egalitarian growth in agriculture. In both 
cases, there were special historical and political circumstances which made 
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such land reforms possible. Apart from these countries, however, the record 
of land reform in the market economies of Asia is far from impressive. In 
India after the initial, and notable, success in.the abolition of intermediary 
tenures (Zamindari Abolition) in the 1950s—also a situation where politi- 
cal circumstances were exceptional in the immediate aftermath of Inde- 
pendence—there has been only very limited progress. Land ceiling laws 
were promulgated, but lengthy delays in courts, and the ease with which 
land records were alterable, enabled most large landholders to split their 
holdings in the names of family members, retainers, etc., so that very little 
land could actually be declared surplus and even less actually distributed 
to the poor. Much the same is true for land reform efforts in Bangladesh, 
Indonesia, Pakistan and Sri Lanka.? 

The scope for land reform as a redistributive measure is also steadily 
becoming more limited in the densely populated countries of Asia because 
of mounting pressure of population on limited land availability. In India, 
for example, the average size of operational holding had already declined 
from 2.5 ha in 1961 to 1.82 ha in 1981, and is even lower today. While there 
is considerable variation around the average, there is no doubt that the 
percentage of total area under farms of larger sizes has been steadily 
declining because of fragmentation. Under the circumstances, even if a 
vigorous effort were made at implementing, land reform laws, the total 
amount of land likely to be released may be quite limited unless land 
ceilings are drastically reduced. 

In the absence of land reforms the only scope for improving the 
effective availability of land for the poor is to encourage and support what 
Ishikawa has described as "land augmenting" and labor-using technologi- 
cal changes, i.e., technical changes which increase yields per hectare while 
also increasing the labor input per hectare.* Examples of such technical 
changes are changes associated with better irrigation and drainage, ap- 
plication of higher yielding varieties and also shorter duration varieties 
(which allow for multiple cropping), application of fertilizer and improved 
cultivation practices. Extension of such technological change to small and 
marginal farms has a directly favorable impact on the incomes of the rural 
poor as most of these farm households are below the poverty line or at any 
rate not much above it. À policy which aims at increasing production and 
productivity on small farms therefore simultaneously achieves the objec- 
tives of growth and poverty alleviation. 


3. Rizwanul Islam and Eddy Lee, "Strategies for Alleviation of Poverty in Rural Asia", in Strategies 

for Alleviating Poverty in Rural Asia, ed. Rizwanul Islam (Bangladesh Institute of Development 

Studies and International Labour Organisation/Asian Regional Team for Employment Promotion, 
. 1985). ib 

4. Shigeru Ishikawa, Essays on Technology Employment and Institutions in Economic Development: 
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The importance of small farmers in anti-poverty strategies is by now 
well recognized, and most developing countries have consciously built 
special programs for small farmers into agricultural development 
strategies. These programs could be classified as belonging to the "direct 
targeting" variety, but they are perhaps better thought of as part of the 
general strategy for agricultural development since they usually aim at 
ensuring that small farmers get their fair share of benefits from general 
schemes for agricultural development. For example, irrigation develop- 
ment or watershed management have to be planned on an area basis which 
would include both large and small farmers. Research and development 
efforts aimed at developing new and improved varieties of seeds are 
directed at agricultural requirements in general. Similarly, provision of 
credit, which is a key requirement for supporting agricultural transforma- 
tion, requires building an extensive institutional network for making credit 
available both to large farmers and to small farmers. The success of a small 
farmer strategy is therefore crucially dependent upon the overall policy 
toward agriculture being supportive. 


Employment Generation in Agriculture. The objective of raising 
incomes of the rural poor is also served by the expansion of employment 
opportunities in agriculture in general. In fact, as demographic pressures 
lead to an increase in landlessness, the dependence of the rural poor on 
wage employment is likely to increase. Since the bulk of the land area under 
cultivation is in the non-small farm sector—in India, for example, 75 per 
cent of the land is in operational holdings above the 2.5 ha cut-off level 
which defines small farms—a large part of the employment in agriculture 
must necessarily come from other than small farms. The pace of expansion 
of this sector and the employment effect of technological changes taking 
place in this sector are therefore of crucial importance for the rural poor. 

Since land is scarce, we can assume that technological changes will 
tend to be land augmenting, in the sense of improving yields per hectare, 
but they need not also be labor using. The introduction of mechanization 
in the process of land preparation or harvesting can have a significant labor 
displacing effect though even in such cases a simplistic conclusion that such 
changes are undesirable can be misleading. For example, mechanization in 
land preparation displaces human labor, but if it also displaces bullock 
labor, it may enable land earlier used for pasture to be released for crop 
cultivation, thus adding to total employment generation. Similarly, 
mechanization may help to reduce the time required for land preparation 
and may thus facilitate the sowing of a second crop. In this case labor per 
hectare per crop may decline, but total labor use per hectare in all crops 
may actually increase. The total effect upon demand for labor obviously 
depends upon the net effect of a number of interacting forces and is not 
easy to document even after detailed study. 
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The Indian literature illustrates the difficulties in coming to any 
general conclusion on whether the process of technical change in agriculture 
is labor displacing.? Vaidyanathan concluded that the net effect of 
mechanization in agriculture was labor displacing. However, Bhalla, in an 
insightful analysis of the period 1971/72 to 1983/84, reveals a variety of 
experience among 13 different States covering the entire spectrum of pos- 
sibilities.Ü One group of States (Punjab, Haryana and Uttar Pradesh) which 
experienced reasonably good growth in agricultural production (exceeding 
8 per cent per year) shows clear evidence of labor-saving processes implying 
little growth in total labor absorption in response to output growth. Another 
group (Andhra Pradesh, Gujarat and Maharashtra) shows good production 
growth apparently combined with adoption of labor-using technologies lead- 
ing to continuing labor absorption in agriculture. The other seven States 
show low or modest growth in production, with a mixed picture of the extent 
oflabor absorption. However, the overall picture seems to be that elasticities 
of employment with respect to output in Indian agriculture are declining. 
Ishikawa had envisaged an inverted U-shaped relationship in which initial- 
ly new technologies inducted in agriculture would be labor using, to be 
followed at a later stage by induction of labor-saving technological changes. 
The Indian experience suggests that the induction of labor-saving technol- 
ogy appears to have come sooner than expected. 

Whatever the reasons for the faster than expected appearance of 
labor-saving technological changes, it has to be recognized that such chan- 
ges cannot be ruled out by fiat. It may not even be appropriate to discourage 
them actively where they provide the only way to break the land constraint, 
even though this may mean that this may lead to less employment genera- 
tion than one would have wanted. It is probably true that labor-saving 
technology, once it comes easily available, may be adopted even when 
prevailing wage rates do not justify it on strictly economic grounds. One 
reason for this could be the perceived difficulty of dealing with labor and 
enforcing labor contracts though this is probably not very important in 
most rural situations. 

Despite these problems, there is scope for policy intervention which 
will promote greater employment generation in Indian agriculture. Irriga- 
tion indisputably has the net effect of increasing labor absorption and there 
is still considerable potential for expanding irrigation in India as also in 
most other low-income countries. This is clearly an area where the require- 
ments of agricultural growth virtually coincide with the imperatives of 
poverty alleviation. Agricultural strategy needs to give higher priority to 
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implementing schemes for expansion and improvement of irrigation 
facilities, moisture conservation and watershed development all of which 
will enable a more rational management of water resources. In practice, 
this requires a major effort at bringing about organizational improvements 
in planning and implementing irrigation development schemes and also in 
the operation of irrigation systems once created. It also requires a much 
larger allocation of resources. Fortunately, this is an area where the 
benefits can also be expected to flow in a relatively short period. 


Employment in the Non-Agriculture Sector. Since agricultural 
growth will provide only limited possibilities for labor absorption, because 
of the considerations outlined above, the burden of absorbing additions to 
the rapidly growing labor force must be shared by rapid employment 
expansion in the non-agriculture sector. This was the process envisaged 
in the classic dual economy growth models with rapid growth in the non- 
agriculture sector leading to progressive shifts of the labor force from 
the low-productivity low-income agriculture sector into high-productivity 
high-income non-agricultural employment. The process was expected to 
provide expanding employment opportunities for the poor in the non- 
agriculture sector, while simultaneously easing the pressure of population 
in agriculture, thus leading sooner or later to higher wages for those who 
remained in agriculture. There are obvious virtuous circles here which 
could become very strong over time. As the size of the non-agriculture 
sector increases relative to the agriculture sector, its growth has a greater 
potential impact on poverty through a larger capacity to absorb surplus 
labor from agriculture. 

Such a mechanism does appear to have worked in the experience of 
the Republic of Korea and Taipei, China, both of which experienced rapid 
growth in output and employment in the non-agriculture sector, laying the 
basis for a relatively egalitarian growth process in which rising demand for 
labor ensured full employment and rising real wages. However, this 
mechanism has not worked nearly as well in most other countries. Very 
few developing countries have been able to achieve comparably rapid 
growth in the non-agriculture sector over a sustained period. More disturb- 
ingly, non-agricultural growth in many countries has not been nearly as 
employment intensive. In fact, the recent experience of many developing 
countries seems to be one in which the employment elasticity with respect 
to output seems to be falling considerably below targets. This is reflected 
in the growing concern about urban unemployment in most developing 
countries in Asia. 

It is beyond the scope of this article to provide a detailed explanation 
of why most developing countries have found it difficult to emulate the 
success of the Republic of Korea and Taipei, China, either in terms of rates 
of growth of output or employment intensity. It is well known that both the 
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Republic of Korea and Taipei, China followed growth strategies which gave 
high priority to exports, whereas most other developing countries relied 
much more, albeit to varying extents, on import substitution. The 
modalities used by the Republie of Korea and Taipei, China were not 
identical. Taipei, China adopted much more open trade policies, while the 
Republic of Korea relied to a much greater extent on state control and 
intervention, combining protection of the domestic market with strong 
incentives to export. In both cases, however, the industrialization strategy 
implied a strong commitment to export performance which ensured that 
inefficiency in domestic production was not tolerated beyond a point. The 
concern with exports also ensured that the structure of industry remained 
relatively labor intensive, reflecting the nature of the comparative ad- 
vantage of the two economies. The strong export orientation of these 
economies therefore helped to ensure that the growth process generated a 
Strong demand for labor. 

Imitation is not always a good principle for learning from internation- 
al experience and there are good reasons why much of what was possible 
in the Republic of Korea and Taipei, China probably cannot be replicated 
in the same way in other developing economies today. But there is no doubt 
that there are important lessons to be learnt. The most important is that 
an excessive emphasis on import substitution can be wasteful of resources, 
and especially so if the degree of bias toward import substitution is open 
ended, as is typically the case when imports are restricted by extensive use 
of licensing rather than by tariffs. These lessons are gradually being learnt, 
and most developing countries are moving away from heavy reliance on 
import substitution toward more rational trade policies, with lower average 
levels of effective protection and also less dispersion in effective protection. 
Member countries of the Association of Southeast Asian Nations (ASEAN) 
have already moved substantially in this direction. South Asian countries, 
which have typically been much more protectionist, are also doing so 
though more gradually. As these shifts in policy gather momentum and are 
perceived as permanent signals for the pattern of future industrialization, 
we can expect greater efficiency, greater export orientation and more rapid 
industrial growth. The pattern of industrial investment is also likely to 
shift away from more capital-intensive to less capital-intensive sectors. 
The total effect of these developments is likely to increase the extent of 
labor absorption in the manufacturing sector. 

While underscoring the importance of reducing trade distortions, it is 
important to recognize that the problem does not really arise solely because 
of a mistaken perception about what is good trade policy. It is more accurate 
to say that trade distortions are introduced specifically to support ineffi- 
cient investment decisions which are ordained in pursuit of other objec- 
tives. For example, the conscious pursuit of a policy of regional dispersal 
of industrialization may lead to deliberate location of a number of sub- 
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optimal size units in different parts of the country. This decision is then 
supported by providing whatever protection is needed to support the result- 
ing high-cost production units. Similarly, a conscious decision to develop 
domestic production capability in a particular area may lead to the estab- 
lishment of a high-cost unit which then needs "tailored protection" in order 
to survive. Effective reform of trade policy is only possible if the range of 
conscious intervention by governments in favor of particular investment 
choices can be substantially reduced, or at any rate made only within a 
strict discipline of efficiency imposed by a relatively more open trade policy. 

In addition to trade policy reforms, it is also necessary to guard against 
other biases in policy which operate in favor of capital-intensive investment 
choices and discriminate against labor-intensive choices. Real interest rates 
should reflect the scarcity of capital as far as possible. Arguments for 
lowering interest rates below this level, on the grounds that it will promote 
investment, need to be viewed with skepticism. The fiscal system frequently 
contains other biases in favor of capital intensity. Many direct tax regimes 
contain special allowances or deductions in addition to normal depreciation, 
which are expressed as a percentage of the total value of investment. These 
deductions have the effect of reducing the effective tax rate of a more 
capital-intensive unit to a much greater extent than for a less capital-inten- 
sive unit. There is a case for abolishing such incentives and substituting 
them by an overall reduction in corporate tax rates, which is at least neutral 
between capital-intensive and labor-intensive businesses. 

The operation of the labor markets in many developing countries also 
introduced biases against labor intensity and these are in some ways the 
most difficult to handle. The organized urban sector often constitutes a 
high-wage island, with strongly unionized employees earning wage levels 
much above the levels prevailing for similar occupations in the informal 
sector. Maintenance of artificially high wages in the organized sector 
creates an obvious bias in favor of greater capital intensity. This bias is 
further strengthened if the overall state of industrial relations is such that 
managers feel there are high costs associated with handling a large work 
force. It is interesting to note in this context that Hong Kong; Republic of 
Korea; Singapore; and Taipei, China, all of which have been highly success- 
ful in managing labor-intensive industrialization, had relatively weak and 
politically docile labor organizations. 

It is difficult to quantify the impact of any one of these biases and it 
may not be practical to remove all of them in a short time. It is reasonable 
to conclude, however, that significant progress in removing these biases, 
combined with a macroeconomic framework conducive to high growth, will 
produce a growth process which favors greater employment generation. 
This would undoubtedly help to raise labor incomes and accelerate the 
process of poverty reduction. 
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Human Resource Development. Thus far, we have considered only 
the factors which determine the demand for.labor in the growth process. 
Action on the supply side of the labor market is equally important to ensure 
a viable, labor-using growth process. There are limits to the extent to which 
unskilled or poorly trained labor can be absorbed productively in the 
non-agriculture sector. On the other hand, an abundant supply of skilled 
and well-trained labor is likely to encourage the establishment and expan- 
sion of labor-using activities, generating both wage employment and self- 
employment possibilities. f 

The success stories of the Republic of Korea and Taipei, China bear 
out the importance of investment in upgrading human resources as a 
precondition for supporting and stimulating a labor-using growth process. 
Both economies were characterized by much higher levels of literacy and 
spread of primary education at the early stages of their development than 
is the case in most of the low-income countries today. Adult literacy in 1960 
was 70 per cent in the Republic of Korea and. 54 per cent in Taipei, China. 
By contrast, in 1980, it was only 26 per cent in Bangladesh, 36 per cent in 
India and 24 per cent in Pakistan. It is interesting to note that in 1980, 
adult literacy rates had reached levels between 60 per cent and 70 per cent 
in Indonesia, Malaysia, Philippines and Thailand. In this respect, these 
economies appear to have achieved an important structural precondition 
for sustaining rapid growth with labor absorption. 

There is an obvious lesson here about the emphasis that needs to be 
given to the achievement of universal literacy and the expansion and 
improvement of primary and secondary education. This in turn requires a 
major commitment of public resources to primary and secondary education. 
"These sectors should actually have priority over higher education but often 
get less than their fair share. The balance between resources allocated to 
education through the traditional academic stream and resources allocated 
to vocational and technical training streams may also need to be altered in 
favor of the latter. 

Investment in education may not appear to make an immediate impact 
on employment generation or the alleviation of poverty. Initially it may 
even appear to worsen the problem. As increasing numbers of educated 
youth enter the labor market with high job expectations, the first impact 
may be to create a visible problem of educated unemployment especially in 
urban areas. In the longer run, however, there can be little doubt that - 
education and skill development is a powerful instrument for reducing 
poverty. It is also a major factor in reducing inequality. Human capital 
typically becomes increasingly more important in the production process 
as development proceeds. Unlike physical and financial capital, which can 
expand through accumulation and yet remain highly concentrated in terms 
of ownership, human capital expansion on any significant scale necessarily 
involves a wider distribution across the population. The dynamics of 
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human capital accumulation therefore favors a reduction in inequality. In 
short, the benefits of policies of human capital development take time to 
materialize, but this should not detract from their importance as instru- 
ments for the reduction and eventual elimination of poverty. 


Controlling Population Growth. Rapid population growth is one of 
the most important factors which dilute the flow of the benefits of growth 
to the poor. At the simplest level, faster population growth obviously means 
a slower growth in per capita incomes for any given rate of growth of gross 
domestic product (GDP), and therefore a slower rate of improvement in 
average living standards. This aggregative relationship hides the fact that 
rapid growth in population has a specially adverse effect on the incomes of 
the poor. One reason for this is that demographic behavior differs by income 
class. If fertility levels and other demographic parameters were the same 
in all income groups, then population growth, and its adverse consequences 
in terms of diluting the benefits of aggregate income growth, would operate 
against the poor to the same extent as the non-poor. However, demographic 
pressures are much greater in poorer families. Any given population 
growth rate therefore implies a disproportionately greater demographic 
pressure on the lower income groups, with a correspondingly greater 
dilution of per capita income growth among the poor. 

A second reason why population growth hurts the poor to a greater 
extent is its impact on land concentration in rural areas and on labor 
markets in general. High growth rates of population add to the already 
Severe pressure on agricultural land in many developing countries worsen- 
ing the land-man ratio and promoting fragmentation and landlessness, all 
of which operates against the interest of the poor in rural areas. Rapid 
population growth also contributes to more rapid growth of the labor force 
in the economy generally. Since facilities for imparting skills and training 
are typically limited, the poor are most likely to be squeezed out of access 
to available facilities. Faster population growth therefore means a larger 
growth in the ranks of unskilled labor and a slower pace of acquisition of 
skills among the poor. I 

Success in reducing population growth is therefore twice blessed. It 
will not only accelerate improvements in conditions of living on the average 
but will also have a disproportionately beneficial effect on the poor. 
Reduction in population growth should therefore be a key element in any 
strategy for poverty alleviation. It is beyond the scope of this article to 
indicate what should be the appropriate strategy for bringing about effec- 
tive population control. We know that this is not simply a matter of 
providing birth control techniques, but equally of bringing about at- 
titudinal changes in society and economic changes in the status of women, 
including especially advances in female education and the associated in- 
crease in participation of women in the labor force. Once again there are 
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clear synergies here between population control objectives, on the one 
hand, and some of the other elements of a growth strategy for poverty 
alleviation such as the general thrust at promoting labor absorption growth 
and the emphasis on education, on the other. 

To summarize, full exploitation of the scope for reducing poverty 
through the indirect approach requires operating on several critical areas 
in the growth process. We have dealt above with five such areas, each of 
which provides substantial scope for conscious design of policy aimed at 
strengthening the impact of growth on poverty. It is important to recognize 
that the indirect approach is not one of single-mindedly and simple-min- 
dedly pursuing growth with a passive acceptance of whatever benefits 
trickle down to the poor. On the contrary, it is one of consciously designing 
policy to ensure that the nature of the growth process will bring about 
significant reductions in poverty. As pointed out above, substantive choices 
do exist in each area and these choices have not always been correctly made. 


The Direct Approach: Targeted Programs for the Poor 


While the indirect approach focuses on the policy framework which will 
generate a growth process which ensures an adequate flow of benefits to the 
poor, the direct approach relies on targeted programs aimed directly at 
increasing incomes of identified poverty groups. The distinction between the 
two approaches is not always watertight. For example, policies such as land 
reforms and also special programs for small farmers, which were discussed 
earlier as part of the general policy framework which influences the nature 
of growth, could also be described as elements of a direct approach. However, 
there are two types of programs which unambiguously exemplify the direct 
approach and these are: (i) employment programs aimed at providing wage 
employment for the poor; and (ii) financial assistance programs aimed at 
generating additional income for the poor from self-employment. Both types 
of programs figure prominently in the poverty alleviation strategies adopted 
by many Asian countries, especially in South Asia. 

Targeted programs have an obvious appeal in situations where the 
growth process is not producing a sufficiently rapid reduction in poverty, 
and especially so where poverty persists on a large scale. In such situations, 
there is a good case for a parallel thrust in. combatting poverty through 
targeted programs which can reach identifiéd groups in greatest need of 
support and can do soin the short term. An important element in the appeal 
of such programs is that they are seen to be a visible response of the 
government delivering immediate benefits to groups which otherwise may 
be bypassed, or even actively marginalized, by the growth process. Since 
the programs require budgetary resources, they compete with other public 
investment priorities for scarce resources and there is the possibility of a 
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trade-off with other growth promoting activity. However, proponents of 
these programs argue that they should not be seen as mere doles but as an 
integral part of the overall development strategy, contributing to the 
growth process like other productive investments. Thus, employment 
programs in rural areas, if properly planned as part of a strategy for rural 
development, can help to create economically productive or socially useful 
assets for the whole rural economy such as, for example, minor irrigation 
works, water conservation structures, land development schemes, social 
forestry, rural roads, schools and rural drinking water schemes. Similarly, 
self-employment schemes can be viewed as stimulating productive self- 
employment in activities which fit into and support the overall scheme of 
development of the area. It is useful to evaluate the experience with these 
programs against the background of these expectations. 


Wage Employment Programs. Direct provision of wage employ- 
ment is obviously an attractive instrument for poverty alleviation wherever 
the poor depend heavily upon wage employment for their income and also 
suffer from considerable unemployment and underemployment. 
Bangladesh, India and Pakistan have all experimented with direct employ- 
ment programs aimed at providing supplementary wage employment to the 
rural poor while also providing productive or socially useful assets to the 
community. 

India’s experience is perhaps the most extensive, beginning with the 
Rural Manpower Programme in 1960, which was followed by a variety of 
similar employment programs. At the State level, there is the well-known 
Employment Guarantee Scheme (EGS) in Maharashtra which was intro- 
duced in 1972. At the national level, the Food-for-Work Programme was 
introduced in 1977 and was replaced by the National Rural Employment 
Programme (NREP) in 1980. To this was added the Rural Landless Employ- 
ment Guarantee Programme (RLEGP) in 1983. The NREP and RLEGP 
were two very similar rural employment schemes, differing mainly in the 
arrangements for sharing the cost between the Center and the States. In 
1989 these two programs were merged into a single and expanded new 
program called the Jawahar Rozgar Yojana (Jawahar Employment 
Programme, thus named after India’s first Prime Minister Jawaharlal 
Nehru whose birth centenary was celebrated during 1988/89). 

The new employment program involves an annual allocation of finan- 
cial resources amounting to about 0.65 per cent of gross national product 
(GNP). It is estimated to create approximately 650 million man-days of 
unskilled employment per year, which amounts to about 1.8 million man- 
days per day. Estimates based on the National Sample Survey suggest that 
unemployment on a "daily status" basis in rural India is a little over 7 per 
cent of the work force or approximately 18 million, i.e., on a typical day, 18 

million persons are looking for work and unable to find it. The employment 
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program can therefore provide jobs for approximately 10 per cent of the 
unemployed in rural India. Since some of those reporting unemployment 
will be from higher income groups seeking better jobs, the impact in terms 
of actually providing supplemental employment for the poor is probably 
greater than 10 per cent. Even so, the scale of additional employment 
provided remains modest in relation to the size of the unemployment 
problem. This problem is even more marked in Bangladesh where the Food- 
for-Work Programme is estimated to provide employment for only 2-3 per 
cent of the unemployed." 

An important issue in determining the potential for direct employ- 
ment programs relates to the resource cost involved. The Indian employ- 
ment program, which presently caters to over 10 per cent of rural 
unemployment, already involves a level of expenditure which is about 30 
per cent of the annual public sector investment expenditure on irrigation 
and agriculture. In a situation where total resources for investment are 
scarce, increased allocations to direct employment generation programs 
have to be weighed against the equally urgent need to increase investment 
in other key sectors such as irrigation. In fact, the promotion of labor-using 
agricultural growth, as discussed earlier, depends crucially upon greater 
investment in irrigation, water management and land development 
schemes. How much of a trade-off is involved obviously depends on whether 
the employment programs are viewed principally as programs for creating 
employment in the short term or whether they are dovetailed into a 
program for undertaking investment in the creation of productive or social- 
ly useful assets which are needed in any case. 

Past experience in regard to the usefulness of the assets created 
through employment programs in India has been extensively studied and 
the conclusions are somewhat mixed. A number of shortcomings have been 
noted in various studies. 

First, a common complaint is that the quality of the assets created 
under employment programs in the past has been poor and the assets are 
typically not durable. This has been repeatedly found in the case with rural 
roads built under these programs which are either washed away or 
deteriorate impossibly in every monsoon season. One reason for lack of 
durability is the tendency to maximize the wage component of the expen- 
diture, in order to maximize employment which leads to inadequate 
provision being made for material inputs which are crucial to ensure 
durability. It is obviously important to ensure that employment works 
conform technically with required standards if the assets created are also 
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to be durable. This in turn may mean accepting somewhat less employment 
from any given level of expenditure. 

Second, the programs have not been as successful as they should have 
been in ensuring that resources are devoted to potentially productive works 
such as renovation of tanks, minor irrigation works and soil conservation. 
Such works constitute investment activity which could greatly increase 
land productivity and enhance the long-term employment generation 
capability of local agriculture. However, this can only be achieved if the 
employment programs are integrated with designed area and watershed 
plans in which specific works are clearly identified for implementation 
through employment programs. This calls for considerable expertise in 
field-level planning and a high degree of organizational efficiency at the 
implementation level. 

Third, employment programs aimed at creating productive assets 
have also been criticized on the grounds that the assets created, such as 
irrigation works or even roads, ultimately enhance the value of land and 
the benefits therefore accrue mainly to upper income land owning groups 
and not to the poor. This is certainly true, especially where land ownership 
is highly concentrated, but this problem should not be overplayed if our 
concern is primarily with poverty alleviation and not with inequality. 
Effective local level planning of employment works should be able to ensure 
a reasonably favorable outcome in terms of the distribution of user benefits. 
For one thing, conscious efforts can be made to ensure that wherever 
possible, a part of the program should be directed at improvements on land 
owned by small or marginal farmers. Similarly, where the program in- 
volves building houses, a part of the program could be directed exclusively 
to low-income housing, a device which has been tried in India. Even where 
the program benefits cannot be targeted, as in the case of land improvement 
which mainly benefits the non-poor, it should be recognized that the poor 
could derive some continuing benefits. For example, land improvement 
based on irrigation is likely to encourage greater totallabor use per hectare 
and the poor would benefit from the additional employment creation. 

Fourth, an issue which is sometimes raised is that those employed are 
very often not from the target group. This is perhaps a less serious criticism 
than the others. As long as the wages paid are the barest minimum, we 
can assume that the beneficiaries will be mainly if not wholly from the 
target group. The real danger of leakage arises less from employment of 
non-target group beneficiaries than from misappropriation of funds where 
expenditure is incurred but no employment takes place. 

These are undoubtedly serious problems, but many of them can be 
resolved by improved management in terms of better planning and better 
monitoring. Even more important is the need for institutional and or- 
ganizational changes involving greater decentralization of planning and 
decision making to local elected bodies with direct involvement of 
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beneficiaries in the planning and implementation process. Those issues are 
currently under consideration in India and major efforts are being made to 
bring about such decentralization in both planning and implementation of . 
beneficiary oriented anti-poverty programs. 


Promotion of Self-Employment for the Poor. Another set of tar- 
geted programs aimed at directly generating additional incomes for the 
poor are those focusing on self-employment possibilities. The basic idea is 
that members of poor households can be assisted to set up as independent 
self-employed producers engaged in commodity production or provision of 
services with a fairly small capital investment. These ventures can be 
financed by provision of subsidized credit, which is made available on 
special terms and through special procedures (e.g., without collateral 
security) in order to overcome some of the problems which limit access of 
the poor to institutional credit. The administering agency normally also 
undertakes to examine the technical and economic viability of the project 
to ensure that it is capable of becoming a self-sustaining source of addition- 
al income. In this process, it also provides marketing advice. Typically, the 
self-employment ventures are on a very small scale, employing mainly 
family labor. 

Such programs are part of the strategy for poverty alleviation in most 
countries in South Asia. In India there is the Integrated Rural Develop- 
ment Programme (IRDP). In Bangladesh there is the Grameen Bank (GB) 
and also similar schemes run by the Bureau of Manpower Employment and 
Training (BMET), Bangladesh Small and Cottage Industries Corporation 
(BSCIC) and the Bangladesh Rural Advancement Committee (BRAC). In 
Sri Lanka there are programs of the National Youth Service Council 
(NYSCO) and others by the Central Bank and the Women's Bureau. 

The scale of the programs varies from country to country. The Indian 
IRDP covers approximately 3 million beneficiaries per year with the 
avowed objective of taking each beneficiary household above the poverty 
line. Since the total number of households below the poverty line in rural 
India is estimated at about 55 million, coverage of 3 million beneficiaries 
per year could make a significant impact over time if the program were as 
effective as expected. By contrast, the coverage of the Bangladesh and Sri 
Lanka programs is much more modest compared with the scale of the 
problem. 

The experience with these programs in several countries has been 
reviewed and the Indian experience has been extensively studied. There 
are several issues of concern. 
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One of the issues is whether these programs, which involve a substan- 
tial subsidy element, can be successfully targeted so that only those who are 
eligible become beneficiaries. The experience in this regard is mixed. The 
Sri Lankan experience shows that most of the beneficiaries were not from 
the target group. In Bangladesh, the experience varies, with beneficiaries 
of the Grameen Bank schemes being mostly from the target group, but other 
schemes less so. India's experience with the IRDP has been fairly good in 
this respect, with 70 per cent of the beneficiaries belonging to the target 
group. Considering that further improvements in implementation are pos- 
sible, we can confidently conclude that effective targeting is possible. 

Another issue relates to the effectiveness of these programs in 
generating additional income for the beneficiaries. There are bound to be 
many cases of clear failure reflecting situations where either there has been 
outright misappropriation of funds or more likely the assets provided for 
the self-employment venture (milch cattle, goats, bullock carts, pumpsets, 
sewing machines, etc.) have been sold in a relatively short time and the 
proceeds consumed. Some of these cases where the asset is lost may reflect 
poor viability of the project to begin with. Some may arise from the fact 
that a poor household may be compelled to sell even an asset which is 
earning a reasonably high rate of return in times of distress because it 
cannot get access to credit on reasonable terms to tide over temporary 
difficulties. On balance, the Indian experience shows that the number of 
such cases of loss of assets is not unduly large. A survey of beneficiaries in 
1987 showed that in fully 72 per cent of the cases the asséts were found to 
be intact and operational after two years. 

From the fact that assets are retained in operational order, we can 
conclude that they are found to be productive, but this does not indicate 
the quantum of additional income generated from the household. Such 
quantification of the additional income due to these assets is extremely 
difficult in practice. Base line estimates of income are typically unreliable 
and it is also difficult to take account of the effects of inflation over time. 
However, available studies suggest that the IRDP has contributed to 
raising incomes of beneficiary families subject to two qualifications. One 
qualification relates to the criticism that in many cases the increase in 
income is insufficient to achieve the objective of taking the household above 
the poverty line. This is not however a particularly serious objection since 
it may only reflect the fact that the investment undertaken was not large 
enough given the income level of the beneficiary and the gap between this 
level and the poverty line. À more serious problem noticed in some studies 
is that the initial increase in income is often not sustained over a longer 
period. In other words, the self-employment activity often deteriorates over 
time instead of becoming a self-sustaining viable enterprise. An interesting 
hypothesis is that this probably happens because the self-employed 
producers assisted under this program are not assured of continued 
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preferential access to credit. For example, a unit may get its initial credit 
requirement under the special dispensation of the self-employment 
scheme, but if no similar provision is made to cater to its subsequent credit 
needs, it may be difficult for the unit to survive over time. 

The key issue in assessing the economic viability of such self-employ- 
ment programs must relate to the rate of return earned in such invest- 
ments. Alam reports a very low figure of 4.9 per cent for profits : earned as 
a percentage of total investment in the Grameen Bank schemes.? However, 
it is possible that profit in this calculation is understated because much 
depends on the imputed value of own labor. An alternative approach is to 
look at the incremental capital output ratio (ICOR), which is perhaps easier 
to measure than the rate of return and may in any case be more appropriate 
where there is significant underemployment. On this count, the results for 
the Indian programs are quite encouraging. A recent longitudinal study of 
IRDP in one of the Indian States, Uttar Pradesh, shows that the average 
ICORs obtained were as low as 1.5 if the accounting is over a two-year 
period and 2.0 over a four-year period for those households which retained 
their assets. This excludes investments made in the failure cases where the 
assets were lost. If we include the investments of households which had 
lost their assets after four years, the ICOR rises to about 3.0. This is higher 
than is typically thought to be the case for self-employment schemes, but 
it is certainly significantly lower than the average ICOR of about 4.6 for 
the economy as a whole. 

One dimension in which the IRDP has not performed well thus far is 
that of repayment of loans. In the study quoted above, whereas 72 per cent 
of all beneficiaries had the assets intact after two years, only 28 per cent 
had no credit overdues. In other words, over 60 per cent of the beneficiaries 
who still retained their assets after two years had not made timely repay- 
ments. This is undoubtedly a serious problem since a credit-based scheme 
can only be viable if credit is repaid. However, it is possible that this 
percentage can be significantly improved through better monitoring and 
implementation. One of the problems in implementing these programs is 
that an impression is often created among beneficiaries that the credit does 
not need to be repaid, leading to avoidable overdues. Greater involvement 
and follow up by the banks could lead to much better results. In this respect, 
the performance of the Grameen Bank in Bangladesh is very much better 
with much lower overdues. 

To summarize, the experience gained with sale employment schemes 
suggests that there are many problems which need to be resolved if these 
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schemes are to become a truly effective instrument for poverty alleviation. 
Itis certainly not easy to set up poor households as independent producers. 
Simply providing them with cheap credit or cheap credit plus a capital 
subsidy will not ensure the establishment of a viable source of additional 
income. At the same time, it cannot be denied that there is a substantial 
scope for promoting household-based production activities catering to the 
local market and requiring only a minimum of skills. Well-designed 
Systems for providing credit, not just initially on a one-shot basis but also 
on a continuing basis to meet the economically justifiable needs of the 
enterprise, could enable large numbers of poor households to expand their 
income-earning capability. If this is combined with an element of training 
and marketing advice, and also supported by possible cooperative market- 
ing arrangements, where appropriate, it could provide the basis for self- 
sustaining viable production which could help in poverty alleviation. 


Conclusion 


The conclusion which emerges from this discussion is eclectic. As 
Bhagwati points out, the optimal strategy for poverty alleviation is bound 
to be a mixed strategy involving some combination of the direct and indirect 
approach. The indirect approach has the advantage that since it focuses on 
the operation of the whole economy, successful indirect strategies are likely 
quantitatively to make a much larger impact than any possible direct 
intervention programs, which are bound to be severely constrained by 
budgetary considerations. On the other hand, since the approach depends 
on the overall pace and pattern of growth, it may not be able to provide 
adequate income support to all groups. In the longer run, the impact of a 
labor absorbing, skill-based growth process is bound to be the decisive 
factor in removing poverty, but in the short run it may not provide a 
solution for particular groups bypassed or marginalized by development. 

The direct approach has the advantage of responding immediately and 
visibly in support of identified target groups. Its main disadvantage is that 
it necessarily involves a heavy draft on budgetary resources which most 
low- income countries can ill afford. The resource requirement of the direct 
approach brings in the possibility of a trade-off between the two approaches 
Since resources used for directly targeted interventions can also be used to 
support particular aspects of the overall growth strategy, especially those 
which are most likely to have the maximum indirect effect on poverty. 
Needless to say such trade-offs can be quantified only through the use of 
general equilibrium models. All such quantifications are subject to 
numerous well known limitations, but where they are feasible they can 
throw useful light on the cost effectiveness of direct targeted programs. 


132 Asian Development Review 


An interesting example of explicit quantification of trade-offs is a 
recent study which examines the cost effectiveness of large-scale rural 
works programs in India as instruments for raising incomes of the rural 
poor.” The study finds that even if the program is financed by a reduction 
in the general level of investment in the economy, the cost in terms of 
reduction in GDP growth over a 20-year horizon.is quite modest, while the 
benefit in terms of income levels of the poorest classes is very substantial. 
For example, they estimate that a rural works program requiring invest- 
ment of 6 per cent of GDP to begin with and a declining percentage over 
time would, on certain favorable but not impossible assumptions about the 
effectiveness of targeting and productivity of investment, involve a slow- 
down in growth of only 0.25 per cent per year over the 20-year horizon. 
Terminal year GDP per capita would be lower by only 4.6 per cent but the 
income of the two poorest classes in the rural areas in the terminal year 
would be 40 per cent higher than in the base run. The volume of resources 
envisaged in these simulations is of course massive and feasible levels of 
investment in such employment programs are likely to be much lower in 
practice. The benefits would also be correspondingly smaller, but the 
simulations indicate that the cost of these benefits, in terms of growth 
foregone, may not be very large. What the simulations establish is that if 
a rapid increase in the incomes of the poor to some minimum level is a 
matter of priority, targeted programs on some suitable scale may well be 
an essential requirement. 

It is important to recognize that hie some elements of a direct 
approach are unavoidable as long as significant poverty persists, it is 
perhaps best to view this as a necessary safety net while relying on broader 
based growth processes to provide sustained growth in income levels for 
the bulk of the population. This underscores the importance of ensuring 
that the total policy framework is such as to ensure that growth is as broad 
based as possible. Failure to ensure this will lead to an inherently unstable 
situation in which development strategy choices are made which fail to 
make full use of the potential for reducing poverty through growth, and 
this in turn generates pressures to expand schemes for direct intervention. 
A successful strategy is surely one in which the need for the direct approach, 
diminishes gradually. 


10. N.S.S. Narayana, Kirit S. Parikh and T.N. Srinivasan, Rural Works Programme in India: Costs 
and Benefits, Report No. 02-1987 (Bombay: Indira Gandhi Institute of Development Research, 1987). 
Forthcoming in the Journal of Development Economics. 


Development Strategies for Growth with 
Equity: The South Asian Experience 
Sukhamoy Chakravarty* 


uring the 1950s, which saw the rise of development economics 

as a separate sub-discipline of economics, constraints imposed 

by the levels of domestic savings and investment on economic 

growth of developing countries were at the center of discussions 
and debates on development strategies. Later on, toward the late 1960s and 
early 1970s, the concerns of development economists and also international 
agencies shifted to issues relating to employment, income distribution and 
poverty, as some ofthe early optimism about the capital-centered approach 
to the development process did not always produce the desired results. 
However, more recently from the late 1970s onwards, debates on develop- 
ment strategies have concentrated more on issues relating to structural 
adjustments, trade and other types of economic reforms, including the role 
of the market mechanism. This shift in emphasis in recent years, though 
arising out of objective circumstances, is rather unfortunate in more than 
one sense since, in my opinion, the objectives of generating more employ- 
ment opportunities and the eradication of poverty have, if anything, 
greater relevance today for many developing countries, especially those in 
South Asia. 


Debate on Growth versus Equity 
In the early 1950s it was widely held that eradication of poverty was 
dependent on economic growth for which increases in the levels of domestic 


savings and investment were considered essential requirements. Some 
economists professed the view that there was a trade-off between growth 
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and equity while others viewed the process as a sequential one.! In view of 
the historically observed correlation between industrialization and growth, 
policymakers in many developing countries emphasized the role of in- 
dustrialization as a major source of growth. This does not, however, imply 
that issues relating to distribution were completely ignored. Rather, there 
was a general feeling that the "cake" had to first grow in size before it could 
be better distributed. The development strategies pursued by the different 
countries reveal a variety of development experiences, some of which have 
been more favorable toward the promotion of equity while others are not. 
This has led to modifications or the search for new alternatives in develop- 
ment strategies. From the strictly economic point of view, the main ques- 
tion that has been raised is whether the example of the cake used earlier 
is a valid one. To put it differently, doubts have been expressed as to 
whether allowing time for the cake to grow without interfering too much 
with the distributional relationships cannot frustrate both the objectives 
of growth and a better distribution of the results of growth.? 

There has been a considerable debate on this issue, i.e., whether there 
is a trade-off or complementarity between the twin objectives of economic 
development, namely, growth and equity, and whether higher equity ac- 
tually reinforced the growth-promoting processes. The antithesis between 
growth and equity in the early phase of development was based on a 
modified Ricardian view of the growth process where it was assumed that 
savings come exclusively from profits (and rents), and increased savings 
were a precondition for higher capital accumulation and higher rate of 
labor absorption into more productive activities. As against this, it has been 
argued, notably by Myrdal and others, that growth was probably more 
closely correlated with the improvement in the quality of human labor 
devoted to production and, therefore, the classical model was not ap- 
plicable.? More particularly, it has been argued that institutional reforms, 
especially relating to land ownership and access to public goods, could 
promote growth with equity. 


1. There is a vast literature on the debate relating to "growth and equity". See, for example, S. Kuznets, 
"Economic Growth and Income Inequality", American Economic Review, vol. 45 (1955); Irma Adelman 
and Cynthia Taft Morris, Economic Growth and Social Equity in Developing Countries (Stanford: 
Stanford University Press, 1973); M.S. Ahluwalia, "Inequality, Poverty and Development", Journal of 
Development Economics, vol. 3, no. 4 (1976); Hollis B. Chenery, M.S. Ahluwalia and C.G. Bell, Redistribu- 
tion with Growth (New York: Oxford University Press, 1974); and W. Cline, "Distribution and Develop- 
ment: A Survey of Literature", Journal of Development Economics, vol. 1, no. 4 (1975). 

2. See, for example, Paul Streeten, First Things First: Meeting Basic Human Needs in Developing 
Countries (New York: Oxford University Press, 1981). 

3. See Gunnar Myrdal, Asian Drama: An Enquiry into the Poverty of Nations (London: Pelican, 1968); 
Dudley Seers, "The Meaning of Development", International Development Review, an extended version 
was published in Development Theory: Four Critical Studies, ed. D. Lehman (London: F. Cass, 1979), 
pp. 12-30; A.K. Sen, "Public Action and the Quality of Life in Developing Countries", Oxford Bulletin of 
Economics and Statistics, vol. 43, no. 4 (November 1981); and A.K. Sen, "Development Economics — Which 
Way Now", Economic Journal, vo]. 93 (1983), pp. 745-772. 
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Sen has recently argued that the case for public action is especially 
strong in relation to areas such as health, availability of food at prices lower 
than market prices to selected target groups, and primary education, 
especially in regard to female education, as measures which have favorable 
effects on aspects such as life expectancy. Sen cites the examples of the 
State of Kerala in India as well as the case of Sri Lanka in support of 
this position. The argument regarding Sri Lanka has led to a lively 
debate which has not yet been fully resolved, but it would appear that Sen 
has made a valuable point.5 | 

On reviving the classic debate on growth versus equity, it would 
appear, therefore, that much of the earlier antithesis was predicated on an 
understanding of the labor process which is not fully applicable to the 
technology of today. In relatively traditional technology, social knowledge 
was assumed to be frozen and embodied in existing technologies and 
attitudes. Furthermore, land was assumed to be relatively abundant. The 
main limiting factor on growth was the stock of capital which was directly 
correlated with the distribution of incomes slanted in favor of profits and 
rents. Today developing countries require new technology, attitudes and 
institutions in sectors such as agriculture, small industry and services. In 
all these areas, improvement in the quality of labor requires a distribution 
of income which points in the direction of equity orientation of the growth 
process. Thus, we need a proper balance between accumulation and socially 
necessary consumption, a point that is developed later in this article. The 
classical concept of "labor cost" has, therefore, to be modified. 


Indian Development Strategy 


The Indian planners had from the very beginning attached great 
importance to issues relating to equity and redistribution. However, they 
had to operate under several constraints. First, the structural transforma- 
tion of an agrarian society was sought to be achieved within the framework 
of a political democracy. Second, it was felt that there was not much option 
to change the highly uneven distribution of assets, especially land, given 
the existing system of complex property rights, although an initial phase 
of land reform was carried out through the abolition of intermediaries such 
as zamindars (big landlords) However, the issue of providing greater 
security to tenants had been given considerable attention by policymakers. 


4. See A.K. Sen, "Public Action and the Quality of Life in Developing Countries", Oxford Bulletin of 
Economics and Statistics, vol. 48, no. 4 (November 1981), pp. 287-319. 

5. See, for example, S. Anand and R. Kanbur, Public Policy and Basic Needs Provisions, Intervention 
and Achievement in Sri Lanka, Discussion Paper 74 (University of Warwick, March 1987); also Surjit S. 
Bhalla and Paul Glewwe, "Growth and Equity in Developing Countries: A Reinterpretation of the Sri 
Lankan Experience", The World Bank Economic Review, vol. 1, no. 1 (September 1986), pp. 35-64. 
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But, here again, the process has not been completed in a satisfactory 
manner in all the states. The perception that availability of land was acting 
as a constraint led the planners to concentrate more on issues of capital 
formation in agriculture in order to improve the productivity of land. 
Agricultural development was based primarily on public investment in 
areas such as irrigation, research and extension, along with complemen- 
tary policies such as price support, procurement and input subsidies. On 
the other hand, the industrial development strategy emphasized the role 
of public investment in basic capital goods industries and infrastructural 
services such as power and transport. 

With the background of pre-Independence debate on issues relating to 
economic development, the policymakers in India opted for a planned 
development strategy within the framework of a mixed economy which, by 
definition, relies on a mixture of institutional motive forces. The develop- 
ment strategy provided sufficient incentives for the private sector to max- 
imize production in areas such as agriculture and industrial consumer 
goods, while the State had the responsibility to develop the basic industries 
and infrastructure primarily to avoid "dependent development". Thus, the 
basic rationale behind such a development strategy was that both growth 
and equity would be promoted through a judicious mixture of plan stimulus 
and market mechanism. Furthermore, given the widespread unemploy- 
ment of labor and the imperatives of rapid capital accumulation, the 
development strategy attached greater importance for upgrading the skill- 
base of the population which was expected to be an equalizing force in the 
long run. 

Has this development strategy proved to be successful, especially in 
terms of promoting growth with equity? On the one hand, the strategy has 
produced certain positive results. Important among these are fairly high 
level of the domestic saving rate, a broad and diversified industrial struc- 
ture, a reasonable degree of structural change, a fair measure of self-suf- 
ficiency in foodgrains production and a fairly large population of skilled 
manpower. On the other hand, the problem .of poverty still remains to be 
tackled in a satisfactory manner. Does this imply that in terms of fun- 
damentals, the Indian development strategy was not a very well conceived 
one or does it mean that there were some basic deficiencies in the design 
and/or implementation of the development strategy over the last three 
decades? To answer this question, it is necessary to have a detailed under- 
standing ofthe development process in India which has produced contradic- 
tory results in some respects since, I believe, no facile conclusions can be 
drawn. 

Let us take the agriculture sector first. The development strategy with 
its emphasis on large-scale public investment in irrigation, research and 

extension, coupled with the rapid adoption of high-yielding varieties of 
«cereal crops, has enabled the country to maintain a rate of growth in 
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foodgrains production higher than the rate of growth in population. Public 
policies such as price support, procurement, input subsidies and provision 
of credit at concessional rates of interest provided the necessary incentives 
to the farmers in taking up intensive application of modern inputs such as 
fertilizers and pesticides as well as in undertaking private investment for 
exploiting groundwater resources. This strategy has helped the country not 
only in saving a massive potential drain in terms of foreign exchange 
resources, as was widely feared at one stage, but also more importantly, in 
providing the country with a reasonable degree of food security and 
resilience to face adverse weather conditions. The most outstanding 
achievement of this strategy is that famines, which were a natural occur- 
rence during the colonial rule, have now been completely avoided in India. 

The same agricultural development has, however, also led to some 
undesirable consequences. First, it has created interregional disparities in 
agricultural production, especially foodgrains production. Second, it has 
also led to intraregional disparities among the different social strata of the 
agricultural population such as landowners, tenants and landless laborers 
as well as between medium/large farmers and small/marginal farmers. It is 
generally observed that some states such as Punjab and Haryana, which 
enjoyed assured and better irrigational facilities, recorded substantially 
higher rates of growth in foodgrains production, compared with other states 
in India. It is also observed that, barring a few exceptions, the incidence of 
poverty in rural areas is much lower in states which had shown higher rates 
of growth in foodgrains production (see Table 1). In other words, there 
appears to be a close inverse correlation between growth in foodgrains 
production and the incidence of poverty on a statewide basis, although there 
may have been also other factors in operation. Related to this phenomenon, 
but based on time-series data, the late Professor Dharm Narain had postu- 
lated a relationship for India between percentage of population lying below 
the poverty line, the level of net domestic product in agriculture per head of 
rural population, the level of foodgrain prices and a general time trend. His 
preliminary analysis showed a negative relationship between poverty and 
per capita net domestic product in agriculture and a positive relationship 
between poverty and food prices. He also found a mildly declining time 
trend. His preliminary analysis was later reworked by Gunvant Desai and 
this formed the basis of a lively debate in a seminar held in Delhi in the 
early 1980s. While there was some dispute regarding the way the price term 
operated, there was a general agreement on the influence of increased 
agricultural production per capita on reducing poverty.® 


6. For a detailed analysis of Dharm Narain's hypothesis and its elaborations by others, see John W. 
Mellor and Gunvant M. Desai, eds., Agricultural Change and Rural Poverty: Variations on a Theme by 
Dharm Narain (Delhi: Published for the International Food Policy Research Institute by the Oxford 
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Table 1: Growth in Foodgrains and Incidence of Poverty in 
Rural Areas in Selected States in India 


Annual Rate of Growth Percentage of Rural 
in Foodgrains Production, Population below the 


1970/71 to 1984/85 Poverty Line in 
States (96) 1983/84 
Andhra Pradesh 3.24 38.7 
Assam 1.90 28.8 
Bihar : 0.55 51.4 
Gujarat 3.44 š 27.6 
Haryana 8.98 15.2 
Karnataka 1.43 87.5 
Kerala —0.39 26.1 
Madhya Pradesh 1.68 50.3 
Maharashtra 5.97 41.6 
Orissa 1.50 i 44.8 
Punjab 5.91 10.9 
Rajasthan : 1.31 | 86.6 
Tamil Nadu —0.71 44.1 
Uttar Pradesh 3.93 46.5 
West Bengal 0.46 43.8 
Al India 2.66 40.4 


Source: Planning Commission, Government of India. 


As regards the industrial development strategy, technological lag 
which decreased during the 1950s and 1960s widened during the 1970s, 
leading to inefficiency and high cost of production in both the private and 
public sectors. The strategy had envisaged throughout the emergence and 
also sustenance of a dynamic capital goods sector, but this did not, however 
materialize. Similarly, the fairly elaborate regulatory framework that 
came into existence, in order to develop indigenous capabilities and to avoid 
dependence on foreign exchange resources and technology, proved to be 
causing more delays in the decision-making and implementation processes. 
This partly contributed to the rise in incremental capital-output ratios in 
the Indian economy during the 1960s. In short, things did not quite work 
out the way it was intended. In other words, the development strategy, 
which was viewed by policymakers as having a built-in bias toward equity 
resulting from a dominant role for the public sector in crucial areas and 
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the progressive upgrading of technological skills, did not produce results 
commensurate with original expectations. 

The failure on this account has been explained by some economists in 
terms of deficiency in the initial design of the Indian development 
strategy." It has been maintained that a very modest role for the State, 
coupled with adequate growth opportunities for the private sector, would 
have produced vastly superior results. It is also argued in this context that 
if the Indian development strategy, instead of emphasizing import sub- 
stitution, had given greater attention to exploiting the opportunities 
provided by the external economic environment, the growth performance 
would have been much better. In my opinion, the explanation does not seem 
to be an adequate one. In this scheme of explanation, the successful 
experience of certain small economies of East Asia such as the Republic of 
Korea is cited as examples. But contemporary discussion has also shown 
that there have been State interventions at several strategic points in 
countries such as the Republic of Korea, along with favorable initial 
conditions promoted by land reforms. The industrial transition in the 
Republic of Korea is now increasingly being seen as a State-assisted process 
that was also helped by institutional and conjectural factors as well as 
external capital flows rather than as a trajectory of growth mapped out by 
the prevalence of free market forces.? 


East Asian Development Strategy 


Ibelieve that the crux of most of the problems that arose in India from 
the mid-1960s onward could be traced to a set of interrelationships which 
need to be properly comprehended. In brief, India is attempting three major 
transitions more or less at the same time, viz., demographic, agrarian and 
industrial, which are interrelated. The experience of the industrial 
countries in Europe clearly shows that they went through these transitions 
in a sequential manner. In addition, they also enjoyed the benefits of 
captive markets in their colonies. On the other hand, the agrarian transi- 
tion was in a much more advanced stage in the East Asian economies when 
they initiated their process of industrialization and, hence, the overwhelm- 
ing constraint posed by both low labor and land productivity was less 
intense in their case compared with the situation faced by the South Asian 
countries such as Bangladesh, India, Pakistan and Sri Lanka. Further- 
more, the fact that the ethnic and geographic environments in East Asia 


7. For a more detailed discussion, see Sukhamoy Chakravarty, Development Planning: The Indian 
Experience (New York: Oxford University Press, 1987). 

8. For a detailed discussion on the various aspects of the development experience in the East Asian 
countries, see Sukhamoy Chakravarty, "Marxist Economics and Contemporary Developing Economies", 
Cambridge Journal of Economics, vol. 11 (1987), pp. 3-22. 
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were homogeneous, unlike South Asia, has been an important factor in 
enabling these countries to achieve proper response to certain stimuli. But 
India as well as other South Asian countries have been faced with a more 
complex situation in all these respects. Above all, the East Asian economies 
had received (and still continue to receive) much higher inflows of foreign 
capital and technical know-how on a per capita basis than India which had 
greatly facilitated their industrial transition. 

There is also another important aspect of the East Asian development 
strategy relating to human resource development. The development of a 
strong upper primary schooling system in the Republic of Korea facilitated 
the process of demographic transition and thereby sustained economic 
growth. This is an aspect whose importance was not effectively grasped by 
Indian development administrators, even though the Plan documents high- 
lighted the need to improve the literacy levels. 

Before I conclude this discussion on the East Asian development 
process, I should like to point out an important aspect of this development 
process. The extremely high rate of economic growth achieved by the 
Republic of Korea and Taipei, China, coupled with significant structural 
changes, has enabled them to achieve substantial reduction in poverty.? 
However, it is not equally well known that income inequality is relatively 
high in the Republic of Korea and Taipei, China. In a recent paper, Bhanoji 
Rao has presented an interesting comparative analysis of the trends in 
economic growth, income inequality and the incidence of poverty in the 
East Asian economies.!? His analysis shows that both the Republic of Korea 
and Taipei, China had registered a high rate of growth of 6.6 per cent per 
annum in per capita gross national product (GNP) during the period 
1965-1984, along with significant structural transformation, which 
enabled them to achieve substantial reduction in the incidence of poverty 
(see Table 2). However, it can also be observed from the trends in income 
equality presented in Table 2 that the Gini ratio in the Republic of Korea 
rose somewhat in the 1970s and showed a decline subsequently in the early 
1980s. On the other hand, this ratio in respect of Taipei, China declined 
steadily until 1980 and then began to rise. Bhanoji Rao's analysis, thus, 
reflects an apparent trade-off between poverty and inequality, which is in 
sharp contrast with the earlier debate on the trade-off between growth and 
equity. This point is an important one and deserves careful elucidation. 

Usually, poverty is measured by a head-count ratio, i.e., the percent- 
age of population lying below a pre-specified consumption level. If the rate 





9. References to Taipei, China are to the island of Taiwan. 
10. V.V. Bhanoji Rao, "Two Decades of East Asian Income Distribution Record: What are the Main 
Messages?" (Paper presented at the Annual Meeting ofthe Indian Econometric Society, Bangalore, India, 
1988). This paper draws heavily on a large review article by the author, "Income Distribution in East 
Asian Developing Countries: À Review of Evidence", Asia-Pacific Economic Literature, vol. 2, no. 1 (March 
1988), pp. 26-45. 
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Table 2: Selected Socioeconomic Indicators for the 
Republic of Korea and Taipei, China 








Item Period/Year ^ RepublicofKorea Taipei, China 
Rate of growth in 
per capita GNP (95) 1965-1984 6.6 6.6 
Sectoral composition 
of GDP (%) 
Agriculture 1965 38 24 
1984 14 7 
Industry 1965 25 34 
1984 40 50 
Distribution of 
labor force (%) 
Agriculture 1965 56 46 
1984 86 18 
Industry 1965 14 22 
1984 27 41 
Gini ratio for 
household income 1964 i 0.360 
1965 0.344 s: 
1966 ss 0.358 
1970 0.332 0.321 
1976 0.391 0.307 
1980 0.389 0.303 
1982 0.357 0.308 
1985 is 0.317 
Incidence of poverty 
(percentage of households 
in poverty) 1965 40.9 T 
1975 " 5.0 
1976 14.8 
1982 7.7 





.. = not available. 


Source: Based on the data given in V.V. Bhanoji Rao, “Income Distribution in East Asian Developing Countries: 
A Review of Evidence", Asian-Pacific Economic Literature, vol. 2, no. 1 (March 1988), pp. 26-45. 
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of economic growth is high relative to the rate of population growth, then 
the poverty ratio may decline over a period of time, but the inequality of 
income distribution may remain constant or even show a slight increase. 
However, long-term improvement in the standard of living would require 
that the inequality coefficient should also decline, as the cut-off point in 
poverty calculation is likely to rise. Since we are also interested in the 
longer run aspect of economic change, policymakers cannot avoid equity- 
based considerations. The trade-off, therefore, is more apparent than real, 
arising as it does from exceptional acceleration of growth rates due, often, 
to exogenous circumstances. 

I have discussed the East Asian economies' strategy in some detail 
because their experience is often referred to as a very worthy example for 
emulation. However, it is amply clear by now that the growth performances 
of economies such as the Republic of Korea or Taipei, China have been 
influenced not mainly by their domestic policies but also by the broader 
forces of the world economy, including their strong linkages with the 
economies of Japan and the United States. Furthermore, the examples of 
the successful East Asian small economies have limited relevance for 
formulating development strategies for big countries such as the People's 
Republic of China or India. 

In the light of the above analysis, how do we then assess the perfor- 
mance of Indian development strategy? More specifically, how does one 
explain the persistence of poverty in India as well as in other South Asian 
countries despite their achievements in various other areas? In my opinion, 
the answer to this question has to be traced to a deeper perception of the 
problem. First, during the early days of planning, the agrarian structure 
and its possible consequences for accelerated industrialization were not 
adequately grasped by policymakers. Second, the agrarian structure had 
also not been fully perceived in terms of the interaction between physical 
factor endowments, knowledge of techniques of cultivation and property 
rights. As a result, despite the fairly successful performance of an agricul- 
tural development strategy, there was a widening of interregional dis- 
parities in agricultural production, along with differential impact on the 
incidence of poverty in the various regions. The situation was also further 
aggravated by the rapid growth in rural population and the consequent 
demographic pressure on limited land resources. Thus, new constraints 
had emerged in the Indian economy over a period of time, and the develop- 
ment strategy had to tackle these constraints. I do not want to discuss in 
detail here about the continuing debate on the trends in the incidence of 
poverty in India, since various conceptual and empirical issues are involved 
in these estimates and, furthermore, one may not still be clear about the 
trend even after making all the refinements in the analysis. But it is quite 
evident that the absolute size of the population below the so-called "poverty 
line" is quite high: This is true not only in respect of India but also in the 
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case of other South Asian countries such as Bangladesh and Pakistan. 
Recognizing that acceleration of economic growth per se may not be suffi- 
cient by itself to eliminate poverty, the South Asian countries had formu- 
lated and implemented over a period of time various types of programs as 
part of a strategy of direct attack on the incidence of poverty and malnutri- 
tion. À brief analysis of these programs would prove helpful in under- 
standing the nature and magnitude of challenges faced by the South Asian 
countries. But before that, I would like to briefly discuss the recent changes 
in development strategies in other South Asian countries. 


Shift in Development Strategies in South Asian Countries 


During the 1970s many South Asian countries, as with other develop- 
ing countries, were faced with adverse movements in terms of trade, 
instability in export earnings and rise in current account deficits. In order 
to overcome these problems, many of them adopted a host of policy 
measures, which came to be more popularly known as "economic liberaliza- 
tion". The various types of reforms undertaken since the late 1970s in many 
South Asian countries amounted to a shift in their development strategies, 
though the extent of this shift varied among the different countries. 

Until the late 1970s Sri Lanka's development strategy was based on 
import substitution, along with a stiff trade control regime. In the course 
of the 1970s, especially after the first increase in oil prices, Sri Lanka's 
economic growth had considerably slowed down. During the period 1970— 
1971, the growth in gross domestic product (GDP) was only 2.9 per cent 
while growth in the value added in the manufacturing sector was still less 
at 1.8 per cent. It was felt that the limits to import substitution had already 
been reached in view of the small size of the domestic market. On the other 
hand, manufactured exports did not pick up due to high costs and ineffi- 
cient production. Instability of export earnings from traditional exports 
such as tea, rubber and coconut worsened the trade deficits. In addition, 
the performance of public enterprises was also very poor. Against this 
background, Sri Lanka decided to launch a variety of economic reforms in 
1977. These reforms amounted to a shift in the development strategy based 
on export-led growth. This strategy was envisaged to overcome the limita- 
tions of both the small size of the domestic market and the foreign exchange 
constraint. State interventions in several areas were relaxed so as to allow 
a greater role for market forces. The reforms included exchange rate 
reforms, price reforms, fiscal and monetary reforms as well as trade policy 
reforms. These reforms appear to have produced some favorable results in 
the early stages, i.e., during the period 1977—1984. Subsequently, however, 
it had been observed that these reforms had also produced certain un- 
desirable effects on the living conditions of the population. 
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These reforms laid greater emphasis on growth than on welfare. As a 
result, there were severe cuts in welfare-oriented programs such as food 
subsidies and other social services. Food subsidies were directed to specific 
target groups under a new Food Stamp Scheme. But in practice, however, 
the new scheme adversely affected the workers with regular cash income 
such as the estate workers, while many rich farmers continued to avail 
themselves of the benefits by understating their incomes. Furthermore, the 
various other policy reforms have led to high rates of inflation which have 
created hardships for the poor.!! 

Almost simultaneously along with these policy reforms which were 
mostly directed toward an industrialization strategy to achieve export-led 
growth, an ambitious land development and settlement project known as 
the Mahaweli Project was also initiated in 1978. This project was supposed 
to provide an egalitarian framework among the new settlers through the 
allotment of uniform-sized holdings, along with common institutional 
facilities. However, there is some evidence which shows that a large 
number of settlers in the Mahaweli Project area have become impoverished 
due to crop failures resulting from the erratic supply of irrigation water or 
due to the plots being located at the tail end of the channel or due to 
unsuitable soil conditions. 

Thus, it appears from the above brief review of the policy reforms and 
shift in development strategy introduced in Sri Lanka since 1977 that the 
previous record of the welfare-oriented development process was to some 
extent reversed, leading thereby to the emergence of fresh incidence of 
poverty in the post-reform period. This called for new measures of direct 
attack on poverty which are discussed later in this article. 

Bangladesh had also pursued a development strategy that em- 
phasized import substitution. This strategy, however, resulted in the adop- 
tion of highly capital-intensive technology in the process of 
industrialization. It has been pointed out that Bangladesh industries were 
more capital intensive than Japanese or U.S. industries because of distor- 
tions in factor prices resulting from fiscal, monetary, tariff exchange rate 
and price policies.!? This situation was partly caused by the choice of 
industrial techniques which were dictated by the aid donors.!? 

On the other hand, the agricultural development strategy laid greater 
emphasis on capital-intensive large-scale irrigation projects and deep tube 
wells than on shallow tube wells and hand pumps which provided a low-cost 





11. See Piyasiri Wickramsekara, "Patterns of Labour Utilisation and Agricultural Labour in the 
Mahaweli Development Programme”, in The Political Economy of Mahaweli Settlements (Colombo: 
People's Bank). 

12. Seelftikar Ahmed, "Employment in Bangladesh, Problems and Prospects", in The Economic Develop- 
ment of Bangladesh, ed. E.A.G. Robinson and Keith Griffin (London: Macmillan, 1974). 

13. See M. Alamgir, Rural and Urban Employment and Educated Unemployment in Bangladesh: 
Concept, Magnitude, Policies (Dhaka: Bangladesh Institute of Development Studies, 1976), especially 
pp. 23-24. 
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option. Furthermore, policies such as the ban on gur (jaggery) making in 
the sugar mill zones seriously affected the traditional industries. 

Beginning with 1977, there was a gradual shift in the development 
strategy of Bangladesh. Industries which were nationalized in 1972 after 
the formation of Bangladesh were denationalized. A more open privatiza- 
tion policy was announced in 1982, while a moratorium on nationalization 
was already in force since 1976. Many nationalized industries were 
divested, with government underwriting the liabilities and providing credit 
to private entrepreneurs for taking over those units. Furthermore, the 
private sector was actively encouraged to set up new industrial units 
through provision of substantial credit by government agencies such as the 
Bangladesh Industrial Development Bank and Bangladesh Industrial 
Credit Corporation. It is still early to assess the impact of privatization on 
the Bangladesh economy. As of now, we have some evidence that 
Bangladesh has somewhat diversified its exports, including the rapid 
growth of garments and shrimp exports. 

Furthermore, the policy of privatization was also extended to the 
agricultural input distribution system. Since Bangladesh continues to be 
heavily dependent on imports of essential agricultural inputs such as 
fertilizers, this change in the distribution system should have benefited 
more the private traders and rich farmers while the small farmers would 
not have been in a position to pay the high price due to scarcity of inputs. 

The change in the development strategy in Pakistan became percep- 
tible when the country shifted from a fixed exchange rate to a floating 
exchange rate system in January 1982. Since then, Pakistan implemented 
a variety of measures during the 1980s which were designed to boost 
exports. Apart from rationalizing procedural formalities and strengthening 
institutional support facilities for promoting exports, an Export Action 
Group was set up to make continuous review of the production and also 
assess the export potential of manufactured goods. Imports have been 
liberalized through drastic relaxations on import restrictions. 

It would be clear from the above discussion that, since the late 1970s, 
most of the South Asian countries started moving away from an import 
substitution-based industrialization strategy to an outward-looking ex- 
port-led growth strategy. For this purpose, these countries had to neces- 
sarily open up their économies. But the degree of openness, however, varied 
among the different countries. While countries such as Bangladesh and Sri 
Lanka, constrained by overall resource shortage, encouraged foreign in- 
vestment on liberal terms, Pakistan and to a much greater extent India 
were mostly content with policy reforms and have continued to exercise 
caution relating to foreign investment. 
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Poverty Alleviation Strategies: A Review 


A strategy of direct attack on the incidence of poverty and malnutri- 
tion was first articulated in India toward the mid-1970s at the time of the 
formulation of the Fifth Five Year Plan (1974-1979). This strategy en- 
visaged a quantitative target for the reduction in the incidence of poverty 
through improvement in the level of consumption of the poorer sections of 
the population. This Plan postulated a specific type of production structure 
in order to achieve the desired pattern of household consumption of com- 
modities and services among the different strata of the population. Unfor- 
tunately, however, this strategy could not be fully implemented due to the 
shock exerted by the steep rise in oil prices in 1973 and the consequent 
problems of structural adjustment which emerged in the economy. From 
the late 1970s onwards, especially during the 1980s, various types of 
policies have been implemented for reducing the incidence of poverty in the 
country. 

Broadly, there have been three approaches in India to tackle the 
problem of poverty. These approaches, though distinctive, can also be 
- regarded as complementary insofar as they constitute together a strategy 
of direct attack on poverty. The first approach, known as the Minimum 
Needs Programme (MNP), seeks to provide certain basic infrastructure and 
amenities such as rural roads and drinking water supply, which are 
essential for improving the living conditions of the poor. The importance of 
this program lies in the recognition of the fact that left to the normal 
development process, a substantial segment of the rural population might 
not have the opportunities to enjoy these facilities. To be more precise, 
serious inadequacies in the availability of basic amenities in the rural areas 
have been repeatedly highlighted in the Plan documents over a long time, 
but the patterns of resource allocation in the various plans did not reflect 
the importance which these activities deserved. Consequently, policy- 
makers had to envisage a special program for this purpose. Thus, the MNP 
was first introduced in 1974/75 with the objective of establishing a network 
of basic services and facilities of social consumption designed to assist in 
raising living standards and also to help in reducing the regional dis- 
parities in development. The MNP is essentially an investment in human 
resources. The basic needs of the people identified for this program include 
elementary education, adult education, rural health, rural roads, rural 
water supply, rural housing, rural electrification and nutrition. In respect 
of the urban areas, the program aims at the improvement of urban slums. 

The implementation of the MNP for a decade between 1974/75 and 
1984/85 provided certain lessons on the basis of which the major thrust of 
the program during the Seventh Plan (1985-1990) was oriented toward 
integration of the MNP with other rural development and anti-poverty 
programs. The basic logic in establishing this linkage can be explained as 
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follows. The MNP comprises two distinct sets of activities. The first is 
human resource development activities such as elementary and adult 
education, health, drinking water supply, rural housing and nutrition. The 
second relates to area development activities such as rural roads and 
village electrification. The various components of MNP, thus, seek to 
enhance the productive capacity of the community as a whole. On the other 
hand, the other anti-poverty programs, which are discussed later in this 
article, seek to improve the economic conditions of the individual in a direct 
manner either through provision of wage employment or through income 
earned through self-employment. Thus, the two sets of programs are 
mutually supportive and, therefore, need to be linked. This linkage has 
been established to a large extent during the past few years with the result 
that a coordinated strategy is now in operation for alleviating poverty 
among the rural population. The merit of this approach lies in the fact that 
the incidence of poverty, especially in densely populated countries, has to 
be viewed essentially as a human resource development problem rather 
than as a short-range economic problem, an aspect that would become more 
evident in the course of discussion later in this article. 

The second approach to alleviate poverty has been to provide wage 
employment on a fairly large scale in the rural areas. This approach has 
been adopted both in India and other Asian countries over a considerable 
period of time. The basic objective of the program is to provide employment 
to landless laborers as well as "near landless" rural population such as 
small and marginal farmers during the slack seasons in order to provide 
them with income during the off-season when they normally remain un- 
employed. The activities undertaken under the wage employment 
programs are generally related to the creation of durable community 
assets. These programs are also known as Food-for-Work programs since 
part of the wages to workers is paid in kind in the form of foodgrains. Thus, 
the most distinguishing feature of these programs are twofold. First, ina 
situation where there is widespread underemployment in the rural areas, 
provision of employment and, more especially payment of wages in the form 
of cereals, is likely to improve the levels of consumption of the poor groups. 
Second, the provision of a wide variety of community assets is also expected 
to help in raising the levels of living of the rural population. 

Two types of wage employment programs have been in operation in 
India during the 1980s. One is the National Rural Employment Programme 
(NREP) and the other is the Rural Landless Employment Guarantee 
Programme (RLEGP). Although various types of public works programs 
such as the Rural Manpower Programme (1960/61—1968/69) and the crash 
Scheme for Rural Employment (1971/72—-1973/74) have been implemented 
in the past, these programs did not make much impact partly due to the ad 
hoc nature of the projects and the limited resources allocated to them. The 
NREP, which was launched as a regular program in 1980/81, aims at 
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providing supplementary employment opportunities to those seeking work 
during the lean periods, thereby creating durable community assets. The 
aim of the program is to generate 300—400 million man-days of employment 
per annum on an average. The RLEPG was launched in August 1983 with 
the aim of providing guaranteed employment to at least one person of every 
landless labor rural household up to 100 days in a year. The objective is to 
generate employment to the extent of 300 million man-days a year in 
addition to the employment generated under NREP. 

There have been several evaluation studies on the operation of NREP 
and RLEGP which indicate that on the whole these programs have made a 
favorable impact on the living conditions of the landless rural population. 
However, these studies have also brought into light certain deficiencies in 
the operation of these programs. Important among these are: 


(i) There is a growing propensity to undertake all kinds of building 
works to satisfy local pressures, which in turn has led to a wide and thin 
coverage in terms of community assets, as well as neglect of more beneficial 
works such as watershed-based land development works; 

(ii) The durability of the assets has become suspect in some cases 
and, therefore, the long-term income generation and employment effects 
have been limited; 

(iii) The cost-effectiveness of the different types of works is also being 
disputed; and 

(iv) It is not clear as to how much of employment generation under 
NREP has benefited the landless labor and the poorest among the poor, 
since the program lacks basically a direct focus on the intended target 
group. 


Despite the above deficiencies, a major achievement of the NREP is 
its substantial impact in terms of stabilization of wages in the rural areas 
and containing to some extent the rise in the prices of foodgrains. Some 
economists have pointed out that the program is inadequate in relation to 
the magnitude of the problem of underemployment and unemployment 
facing the country. But it has to be remembered that in a situation where 
there exists deficiency of both natural resources and capital relative to 
labor, wage employment provides at least a partial solution for alleviating 
poverty, the social compulsions for which are indeed pressing. Further- 
more, analysis of the data provided by sample surveys on employment and 
unemployment over a period of time reveals clearly that the incidence of 
unemployment is location, time and target-group specific. Given these 
features, employment opportunities have to be provided to those who are 
seeking work and in locations where they reside. Consequently, considera- 
tions such as productivity of assets or the cost-effectiveness of the projects 
assume secondary importance in relation to the primary goal of providing 
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a certain level of wage income. There has been a substantial increase in 
the resources allocated to this program over the period 1980—1988, along 
with a consistent achievement of the goal of additional employment genera- 
tion (see Table 3). Above all, the release of substantially higher levels of 
subsidized foodgrains during the severe drought years of 1986/87 and 
1987/88 under the NREP acted as the most effective measure of food 
security for those who were primarily dependent on wage income in the 
rural areas. 

The Employment Guarantee Scheme (EGS) that has been in operation 
for more than a decade in Maharashtra State is worthy of mention. Under 
the EGS, employment is being provided to all unskilled persons who are 
willing to do manual work and at the statutorily fixed minimum wage rate. 
An outstanding feature of this scheme is that, apart from meeting normal 
and seasonal needs, it has also provided employment to a very large 
number of workers who were in need during periods of crisis such as 
droughts. Thus, the scheme has been able to ensure that all types of 
unemployment needs, structural as well as natural calamities, are taken 
care of depending upon the needs of the situations in different parts of the 
state. However, a recent analysis of the implementation of the EGS shows 
that its operational efficiency could be improved by paying greater atten- 
tion to certain aspects such as better planning and selection of projects, 


Table 3: Performance of NREP in India: 1980-1988 








Resources Resources Employment Foodgrains 
Allocated Used Generated Distributed 
Years (Rs crore) (Rs crore) (Million man-days) (000 tons) 

1980/81 346.3 219.0 413.6 1,844 
1981/82 460.4 317.6 354.5 233 
1982/83 540.1 394.8 351.2 172 
1983/84 535.6 392.2 302.8 147 
1984/85 590.7 519.1 352.3 170 
1985/86 682.9 531.9 316.4 581 
1986/87 894.5 717.8 395.4 1,823 
1987/88 1,047.0 788.3 370.8 1,105 





Note: 1 crore = 10,000,000. 


Sources: Planning Commission, Seventh Five Year Plan, 1985-90, vol. 2 (New Delhi, November 1985); Department 
of Rural Development, Ministry of Agriculture, Annual Report, 1988-89 (New Delhi, 1989); Department 
of Rural Development, Ministry of Agriculture, Report of the Committee to Review the Existing Ad- 
ministrative Arrangments for Rural Development and Poverty Alleviation Programmes (New Delhi, 
December 1985). 
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better management and improvement in labor productivity. They em- 
phasize that although the projects may be undertaken under the EGS in 
response to employment needs rather than by separate decisions, their role 
in the creation of assets should not be treated as fundamentally different 
from that of projects that are implemented to promote rural development.!* 
In other words, the projects earmarked for the EGS should be properly 
designed, formulated and selected so as to fit in with the rural development 
programs implemented as part of the planning process. 

The third approach to alleviate poverty in India is through a program 
of asset-endowment under what is known as the Integrated Rural Develop- 
ment Programme (IRDP). This program has been designed to create oppor- 
tunities for self-employment that would generate an income stream and 
thereby enable the beneficiaries to cross the poverty line on a permanent 
basis. The program covers a variety of activities in primary, secondary and 
tertiary sectors. The assets provided to the target group households are 
being financed through a mix of government subsidies and institutional 
credit on an average subsidy to credit ratio of 1:2. 

The IRDP has also been evaluated by a number of research agencies. 
These studies have brought into light certain deficiencies in the operation 
of this program. The major deficiency that has been noticed relates to the 
various handicaps faced by the beneficiaries in respect of availability of 
raw materials, access to working capital and lack of infrastructural 
facilities such as marketing. As a result, there has been a considerable 
erosion in the impact of this program in terms of achieving the full produc- 
tion potential and resulting increase in income generation. In this context, 
it should also be noted that the types of rural enterprises that get estab- 
lished under the IRDP are already in existence in the rural areas, and the 
consequent competition becomes a major constraint for the new 
entrepreneurs with their little experience in production and marketing. 
Above all, the demand for these products and services are highly responsive 
to increases in income. Hence, the prospects for income generation from 
such activities are dependent on overall economic growth and particularly 
on the growth of agriculture. 

On the other hand, the essential characteristic of the IRDP is that the 
activities covered under this program are labor intensive and not land 
intensive. These activities are, therefore, typically suited to regions which 
are characterized by the preponderance of landless labor, small and mar- 
ginal farmers. The possession of productive assets by this segment of the 
rural population provides them not only with a source of income on a 
permanent basis but also confers on them certain other advantages such 
as economic security, creditworthiness and social status. It is often pointed 


14. See Hannah Ezekiel and Johann C. Stuyt, "Maharashtra EGS", Economic Times, 31 May, 1 June 
and 2 June 1989. : 
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out that the capital-output ratios for some of the activities covered by the 
IRDP are higher than that for crop production. But they are still very much 
lower than the capital-output ratios obtaining for many small-scale 
enterprises. Further, in a vast country such as India where various types 
of traditional skills are available in different parts of the country which 
remain underutilized or unutilized for want of complementary inputs, the 
IRDP can act as a catalyst to revive these skills. However, the experience 
of the IRDP over the past few years clearly shows that public policies in 
the areas of supply of raw materials, training in skills and marketing 
facilities have to play an important role for achieving the objectives of this 
program. 

In this context, it may be also noted that economic viability of the 
activities under the IRDP is often constrained by the absorptive capacity 
of the poorer households. This points to the need for taking up these 
activities on a group-oriented basis such as cooperatives or voluntary 
agencies so that the economies of scale inherent in some of these ac- 
tivities can be fully exploited, apart from protecting the individual 
beneficiaries from the adverse operation of market forces either in the 
procurement of raw materials or disposal of their products. 

On the whole, it appears that the IRDP is proving to be an effective 
instrument for alleviating poverty in the rural areas, despite some of the 
shortcomings noticed in the operation of the program. Fortunately, the 
Department of Rural Development itself has been carrying out a monthly 
concurrent evaluation of the program since October 1985 and on the basis 
of the findings of these sample surveys, the Department is constantly 
making modifications to achieve better implementation of the program. 
Apart from the steady increase in the number of beneficiaries over the 
years, the per capita investment has also increased steadily to achieve 
economic viability and to take care of the rise in investment costs of the 
various types of enterprises (see Table 4). Thus, given the increased flow 
of resources for this program, what is needed is effective public policies for 
achieving efficient use of these resources. 

Programs of wage employment have been pursued in other South 
Asian countries also as an important element of the poverty alleviation 
strategy. Their popularity in the Indian subcontinent owes its origin per- 
haps to the public works programs which used to be undertaken as a 
scarcity and famine relief measure during the period of British rule. A 
Rural Works Programme was launched in Pakistan as early as in 1963/64. 
However, the program did not produce any significant impact on employ- 
ment generation as the resources allocated were too small and, further- 
more, the labor cost accounted for only 29 per cent of the project cost, 
although the program was envisaged to include labor-intensive projects. 
This program was replaced by another known as the People’s Works 
Programme in 1972, which was also terminated much later in 1978 and 
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Table 4: Performance of IRDP in India: 1980-1988 


Sixth Plan Seventh Plan (1985-1990) 

Item : 1980-1985 1985/86 1986/87 ` 1987/88 
Government subsidy 

(Rs crore) 1,661.2 441.1 613.4 721.4 
Institutional term 

credit (Rs crore) 3,101.6 . 780.2 1,014.9 1,175.4 
Total investment I 

(Rs crore) 4,762.8 11713 ` 1,628.3 1,902.8 
Number of i 

beneficiaries (lakh) 165.6 30.6 37.5 42.5 
Per capita subsidy (Rs) 1,003.0 1,441.0 1,637.0 1,713.0 
Per capita credit (Rs) 1,873.0 2,385.0 2,709.0 2,767.0 
Per capita 

investment (Rs) 2,876.0 3,826.0 4,346.0 4,380.0 


Note: 1 lakh = 100,000; 1 crore = 10,000,000. 


Sources: Planning Commission, Seventh Five Year Plan, 1985-90, vol: 2(New Delhi, November 1985); Department 
of Rural Development, Ministry of Agriculture, Annual Report, 1988-89 (New Delhi, 1989); Department 
of Rural Development, Ministry of Agriculture, Report of the Committee to Review the Existing Ad- 
ministrative Arrangments for Rural Development and Poverty Alleviation Programmes (New Delhi, 
December 1985). 


was replaced by a Rural Development Organisation with multiple objec- 
tives. An Integrated Rural Development Programme (IRDP) was launched 
in Pakistan in 1972/73 with the aim of integrating the various components 
of development programs. 

All these programs, although well conceived in terms of objectives, did 
not make any significant contribution to the reduction of poverty, as 
pointed out in the Pakistan Economic Survey 1981-82. The Survey observed 
that "although these programs did manage to achieve some measure of 
success, still the results were not commensurate with the huge funds put 
into these programs; their impact on rural economy, especially on the 
underprivileged segment of the population was minimal. This was so 
because the programs were neither designed with the object of providing 
services at the doorsteps of the target population nor were sponsored and 
executed with the participation of the people. These programs failed to 
bring about the desired improvement in the rural landscape".!5 


15. See Economic Adviser's Wing, Finance Division, Pakistan Economic Survey, 1981/82 (Islamabad, 
1982), p. 175. 
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In 1979 the IRDP and the People's Works Programme were merged to 
establish a new program, viz., the Rural Development Programme. This 
program has contributed to some extent to rural development, and some 
benefits might have reached the poor. However, since it is not especially 
designed to tackle rural poverty, its impact on reducing poverty would have 
been very limited. In the early 1980s certain innovative measures were 
introduced to mobilize greater resources for alleviating rural poverty. A 
system known as zakat (an Islamic tax on certain types of assets) was 
introduced in 1980/81, the proceeds of which were to be used for providing 
relief to the poor in a variety of ways such as rehabilitation and scholar- 
ships for poor students. Another system, known as ushur (a tax on agricul- 
tural land) was introduced in 1983/84. The proceeds of this tax are also 
being used for the same purposes as in the case zakat. These two systems 
have great possibilities for raising more resources than through normal 
fiscal measures and can serve as effective instruments for achieving 
redistribution of income and for enhancing the productive capabilities of 
the poorer sections of the population. This would, however, require some 
in-depth analysis of the functioning of these two systems. 

Bangladesh has also experimented with a variety of programs as part 
of the strategy for alleviating poverty in rural areas. The Rural Work 
Programme (RWP) was started in the early 1960s with the aim of building 
rural infrastructure for achieving overall rural development. This was 
followed by the Food-for-Work Programme (FFWP) in 1975 which was 
intended to provide relief from food shortages and employment for the poor 
and the landless population. The FFWP has also been expanded over the 
years both in terms of volume of work and allocation of funds. This 
expansion cannot, however, be considered as a viable solution for reducing 
poverty in Bangladesh since the program depends heavily on food imports 
and there are risks associated with the continuous flow of food aid.!$ 
Furthermore, it is also clear that public works programs of this nature, 
despite expansion in the scale of operations, cannot generate employment 
on a regular basis to all the poor who are seeking employment. 

A significant measure undertaken more recently in Bangladesh is the 
Grameen Bank Programme (GBP). This program came into existence with 
the realization that lack of access to financial resources has been the 
dominant constraint for the rural poor for engaging in productive employ- 
ment. Since its inception in 1978, the GBP has expanded to cover more than 
6,000 villages and over 200 different types of rural activities. The GBP also 
incorporates certain institutional mechanisms for ensuring repayment and 
people's participation. The experience of this program suggests that it can 
prove to be an effective instrument for raising the productivity of the rural 





16. For a discussion on some of the dangers of food aid, see R. Sobhan, “Politics of Food and Famine in 
Bangladesh", Economic and Political Weekly (December 1979). 
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poor, especially women, in Bangladesh. Women in Bangladesh have been 
traditionally engaged in certain types of household and cottage industrial 
activities such as paddy husking, handlooms, handicrafts and animal 
husbandry activities. The institutional framework of the Grameen Bank 
has now opened up new possibilities for these female workers, although 
some might argue that the strategy of providing self-employment oppor- 
tunities for women might not prove to be successful in male-dominated 
societies without taking simultaneous measures for improving female 
literacy and giving them equal status with men in economic, social and 
political activities. Nonetheless, an evaluation study of the Grameen Bank 
experiment in Bangladesh shows that the households covered under this 
program have registered an increase of 32.5 per cent in their real per capita 
income in less than three years.!? 

There is, however, an important difference between the Grameen 
Bank experiment in Bangladesh and the IRDP strategy in India. The 
former does not provide any capital subsidy while the latter does. It has 
often been pointed out in academic debates in India that the provision of 
capital subsidy in the IRDP has given scope for leakage of funds and that 
it should be replaced with interest subsidy. This issue is dependent upon 
the magnitude of investment that is made by the beneficiary households 
and their capacity to meet the investment entirely through institutional 
credit. In this connection, it is interesting to note from a recent study that 
the effective cost of credit for the small borrowers vis-a-vis the large ones 
is actually found to be higher for institutional credit compared with the 
credit from the informal sector in Bangladesh.!? In other words, the scale 
of borrowings seems to be more important than the rate of interest. In the 
ultimate analysis, of course, the economic viability of a household 
enterprise or other self-employment activities depends mainly on the 
returns or income that it generates to meet the debt, servicing obligations. 

Sri Lanka has been adopting various approaches over long years to 
tackle the problem of poverty. Sri Lanka has been known as a welfare state 
for as early as in 1947/48; about 50 per cent of the government's current 
expenditure was devoted to social services such as food subsidies, free 
education and health services as well as a peasant resettlement program. 
An important aspect, however, was that there was no target group-oriented 
approach in the provision of food subsidies and other services. These 
facilities were made available to all, although the urban population had a 
better access. These welfare measures were maintained consistently till 
the late 1970s when the fiscal burden of keeping up their tempo became 
somewhat severe. The expenditure on these services have an in-built 


17. See M. Hossain, Credit for Alleviation of Rural Poverty: An Assessment of Initial Experiences of the 
Grameen Bank in Bangladesh (Dhaka: Bangladesh Institute of Development Studies, 1984). 

18. See Z.V. Ahmed, "Effective Costs of Rural Loans in Bangladesh", World Development, vol. 17, no. 3 
(March 1989), pp. 357-364. 
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tendency to expand proportionately to the growth in population and, given 
the slow and modest growth of the Sri Lankan economy, the continuation 
of these services produced budgetary and foreign exchange constraints. 
Basically, the provision of certain basic needs to the population had cer- 
tainly helped in raising the quality of life of the population, even though 
the standard of living and per capita income were still low. But the long-run 
sustainability of the commitment to provide those basic needs posed the 
major constraint since these services were not provided on a selective basis 
to specified target groups. 

In 1977 the development strategy was changed in Sri Lanka to become 
more growth-oriented rather than welfare-oriented and, as a result, food 
subsidies were limited to low-income households. The introduction of the 
Food Stamp Scheme (FSS) in September 1979 envisaged a cash subsidy in 
the place of the commodity-specific rationing scheme, and the eligibility 
was restricted to a target group determined by the level of household 
income. Furthermore, the prices of commodities supplied under FSS have 
been increased so as to reflect the market trends. This has led to some 
erosion in the value of cash subsidy in real terms. The decline in purchasing 
power has also adversely affected the nutritional status of the poorest 
groups, especially because the scheme discriminates against poor 
households with large families. This is in sharp contrast with the earlier 
food subsidy schemes which played a major redistributive role till the late 
1970s. Similarly, the policy of free education initiated as early as 1944 and 
the expansion of educational facilities have enabled Sri Lanka to achieve 
remarkable improvement in the literacy levels of both males and females. 
The provision of free health services, along with a rapid expansion in health 
and medical facilities, has also produced spectacular results which are 
visible in terms of a rise in life expectancy and sharp decline in mortality. 

Sri Lanka's experience with welfare-oriented measures has been a 
matter of considerable debate. On the one hand, the achievements in terms 
of social welfare indicators, especially in relation to per capita income, have 
been considered remarkable.1? On the other hand, the implications of these 
welfare programs for long-run growth, incentives for domestic production, 
budgetary and foreign exchange constraints have also been highlighted. 20 
The basic point to note is that, while the food and calorie availability in 
Sri Lanka is not very much different from those of other low-income 
countries, better delivery systems through active government policies have 
enabled Sri Lanka to achieve substantial improvement in terms of poverty 
alleviation. 


19. Sen, op. cit. See also Paul Isenman, "Basic Needs: The Case of Sri Lanka", World Development, vol. 8 
(1980), pp. 237-258. 

20. Sen, op.cit., and Isenman, op. cit. See also P.J. Richards and Wilbert Goonaratne, Basic Needs: 
Poverty and Government Policies in Sri Lanka (Geneva: International Labour Organisation, 1980). 
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Despite the success of these programs in ensuring a high quality of life, 
there have been also some criticisms. First, it has been argued that there 
has been a failure to provide access to productive assets to the poor. Second, 
it has also been pointed out that these programs have not benefited the 
estate workers. Third, the impact of these programs on economic growth has 
also been much debated. Given the fact that the incidence of poverty is still 
high in the rural areas, especially in the estate sector, public policies in Sri 
Lanka have to concentrate hereafter on specific target groups. This is 
necessary because even the IRDP initiated since 1978 seemed to have 
created only a marginal impact on the poorer sections of the rural popula- 
tion. It is also important to note that several other measures undertaken in 
Sri Lanka such as tenancy reforms and land reforms have had only limited 
success due to various constraints. On the whole, there is an obvious need 
to implement special programs to alleviate poverty, especially to tackle the 
relative deprivation of the estate workers. This need becomes all the more 
relevant due to the greater reliance on market mechanisms and the pursuit 
of liberal economic policies in recent years for accelerating economic growth. 


Policy Perspectives for the Future 


I have discussed somewhat in great detail the various types of 
measures undertaken in the South Asian countries for alleviating poverty 
mainly for two reasons: first, to highlight that there is a growing awareness 
of the problem of poverty as indicated by the chronology of various anti- 
poverty programs initiated in different countries; and second, also to 
highlight the fact that despite the implementation of a multiplicity of 
measures, these programs have not so far made a serious dent on rural 
poverty. This situation reflects that: (i) these countries have to pay greater 
attention to the designing of an appropriate policy package for.poverty 
alleviation depending upon the economic and social conditions obtaining in 
different countries; and Gi) these countries have to evolve a development 
strategy that is not only growth-oriented but also labor intensive. 

In regard to the designing of the policy package, the experience in all 
these countries clearly shows that there is an obvious need to pursue both 
the employment-oriented approach and the asset-oriented approach. In my 
opinion, the two approaches cannot be considered as alternatives. They are 
complementary to each other and, hence, both the approaches are not only 
relevant but could prove to be effective strategies for reducing the incidence 
of poverty. In regard to the development strategy, given the fact that there 
is a growing demographic pressure on limited land resources in these 
countries, they have to pursue a much more intensive agricultural strategy 
that would promote labor absorption. Such a strategy would call for 
provision of adequate resources for capital formation and other land- 


Development Strategies for Growth with Equity 157 


augmenting technologies as well as expansion of infrastructural facilities 
in the rural areas. In addition, greater attention has to be given for 
generating off-farm employment within the rural areas by reviving the 
traditional skills of rural and cottage industries. 

I would also like to emphasize the role of human resources develop- 
ment in South Asian countries, especially Bangladesh, India and Pakistan, 
as an important element in their development strategies. Improvement in 
literacy levels, especially female literacy, along with imparting of new 
skills and expansion of medical and health facilities, would help in deploy- 
ing surplus labor in productive pursuits and thereby improving the pro- 
ductivity of-labor. This would help not only in achieving structural 
transformation but also in reducing the rate of growth in population. 
Despite the various types of poverty alleviation programs and the modest 
rates of economic growth achieved so far, one of the major causes for the 
persistence of poverty in these countries is their rapid rate of growth in 
population. The rate of population growth can be reduced if sufficient 
attention is given to the various elements of human resource development. 
While it is true that the dynamics of population growth is related to a 
variety of socioeconomic variables, it is important to realize that human 
resource development can prove to be an effective strategy for reducing 
both population growth and the incidence of poverty. Furthermore, in- 
creased demographic pressures lead to environmental degradation. In 
order to achieve sustainable levels of economic development, it is necessary 
to prevent this degradation by preserving the natural resource base, and 
for this purpose, it is essential to reduce the population growth. 

It is also important to note in this context, especially from the ex- 
perience of India and Pakistan, that structural changes in terms of the 
share of agriculture in GDP are not sufficient conditions for achieving 
structural transformation or alleviation of poverty unless the agrarian 
structure also undergoes changes that would promote equity. The existing 
agrarian structure in South Asian countries such as Bangladesh, India and 
Pakistan is characterized by significant inequality in the ownership and 
control of land, along with various types of tenancy arrangements, absentee 
landlordism and interlocking of factor markets. The extent of skewness 
that prevails in land ownership and control in South Asian countries can 
be seen in Table 5. Measures such as land and tenancy reforms undertaken 
so far in these countries have not only been inadequate but have also not 
been properly implemented. In addition, various studies also show that 
both landlessness and inequality in operational holdings have deteriorated 
over time in Bangladesh, India and Pakistan. An objective consideration of 
these aspects would dictate that more meaningful agrarian reforms have 
to be undertaken in these countries in order to reduce poverty and promote 
equity, along with agricultural growth, by fully exploiting the production 
potential of both land and labor. 
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In conclusion, I should like to point out that, apart from the strictly 
economic aspects which have been discussed above, the issue of growth with 
equity constitutes also a major challenge to the political systems in the 
South Asian countries, or for that matter, in any developing country. On 
account of the social compulsions, no policymaker can afford to remain 
oblivious of the need to provide gainful employment opportunities to the 
new entrànts to the labor force. Development strategies for growth with 
equity are not merely issues of economic or technocratic choices but also, 
to a point, issues of political economy. The policymaker has to evolve not 


Table 5. Distribution of Number and Area of Agricultural 
Holdings in South Asian Countries 


(Percentages) 
Country, Year and Number of Area of 
Size Group Holdings Holdings 

Bangladesh (1977) 

Less than 2.00 ha . 66.78 25.17 

2.01 — 4.00 ha 18.84 24.15 

4.01 — 6.00 ha 6.92 15.03 

Above 6.01 ha 7.46 35.65 

Total 100.00 100.00 
Pakistan (1980) 

Less than 3.00 ha 51 15 

3.00 — 5.00 ha 23 19 

5.00 — 10.00 ha 17 25 

Above 10.00 ha 9 41 

Total 100 100 
India (1980/81) 

Less than 2.00 ha 74.5 26.2 

2.00 — 4.00 ha 14.0 21.2 

4.00 — 10.00 ha I 9.1 29.6 

Above 10.00 ha 2.4 23.0 

'Total 100.0 100.0 


Notes: In respect of Bangladesh, the percentage of number of households is given in the place of number of 
holdings. In respect of India, the data relate to operational holdings and not "owned holdings". 


Sources: Ministry of Agriculture, Report of All India Agricultural Census, 1980/81 (New Delhi); Economic 
Adviser's Wing, Finance Division, Pakistan: Basic Facts, 1985/86 (Islamabad, December 1986); and 
Government of Bangladesh, Land Occupation Survey, 1977 (Dhaka). 
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merely a suitable development strategy but also has to articulate a set of 
institutional motive forces to promote growth with equity. This cannot be 
done solely with the help of market forces. Innovations have to be made for 
achieving this goal. This does not imply that one should avoid the use of 
market forces. The fundamental significance lies in realizing that the 
market in low-income countries is a bad master, but can be a very good 
servant. In other words, market forces can be allowed to operate in areas 
where they have a role to play, but not in every sphere of economic activity. 
It also implies that there cannot be a single prescription, irrespective of 
time and space, as to what should constitute a development strategy for 
promoting growth with equity. 

There are several aspects which are specific in the context of different 
developing countries, and those aspects have to be clearly understood. In 
particular, the factors and processes which generate and also perpetuate 
poverty have to be clearly understood in order to evolve a viable strategy 
for promoting growth with equity. Several options might be available, but 
their implications for short-term as well as long-term economic growth 
have to be evaluated in concrete terms such as extent of transitional 
inequalities, disequilibria in the balance-of-payments, demand on non- 
renewable resources and impact on ecological balance. Moreover, I have 
also a feeling that sociological dnd cultural aspects have to be given 
adequate consideration in the formulation of development strategies since 
the development process in the ultimate analysis is the result of interaction 
between societies and their environment both at the national and global 
levels. 
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Strategies and Policies for Structural 


Transformation in Asia 
Ifzal Ali* 


uring the last three decades the economic performance of the 

Asian developing countries has been spectacular. In the 1980s 

their overall growth rate of gross domestic product (GDP) was 

7.3 per cent compared with 6.5 per cent in the 1970s and about 
5 per cent in the 1960s. However, the growth rates varied widely among 
the countries and have been accompanied by significant structural trans- 
formation of the economies in terms of the shares of GDP and employment 
originating in agriculture, industry and services. Both external and inter- 
nal factors contributed to the high growth rates, their variations among 
countries and differences in structural transformation. The external fac- 
tors included buoyant export markets caused by relatively high growth 
rates in industrial countries, a favorable international trading environ- 
ment, and transfers of capital and technology to the Asian developing 
economies. Since all these countries faced the same external environment, 
differences in growth rates and structural transformation among them 
could be explained by internal factors such as differing resource endow- 
ments, sociocultural environment, growth strategies, economic policies and 
stages of development. Growth strategies and economic policies have been 
widely held to be the most important factors in explaining the high growth 
rates and rapid structural transformation in the countries and variations 
among them.! 

Significant changes that are likely to occur in the global environment 
in the 1990s, the pursuit by the Asian developing countries of a different 
mix of objectives and the sequential nature of binding constraints suggest 
the need for appropriate responses. This article highlights the issues that 
will be relevant in designing strategies and policies for managing struc- 


* Senior Economist, Economics and Development Resource Center, Asian Development Bank. 
1. Helen Hughes, ed., Achieving Industrialization in East Asia (Cambridge: Cambridge University 
Press, 1988). 
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tural transformation in Asia in the 1990s. Given the differences in initial 
conditions and sociopolitical environment among countries, the nature of 
appropriate strategies and policies will be country specific. However, in 
discussing strategies and policies for managing structural transformation, 
this article focuses on issues which are likely to be broadly relevant for 
many of the Asian developing countries. It does not attempt to make 
country-specific recommendations. 

The article first discusses the factors, namely, trade, foreign invest- 
ment and technology, in the external environment that are likely to be 
relevant for the Asian economies in the 1990s. It then considers the 
interaction of these factors with objectives and constraints facing the 
countries to describe alternative development strategies. Next, it discusses 
briefly the issues pertaining to the implementation of development 
strategies through the adoption of macroeconomic and sectoral policies. 
Finally, the article considers the likely role of the state in the efforts of 
Asian developing countries to structurally transform their economies in 
pursuit of sustainable growth with equity. 


International Environment 


In the 1990s the Asian developing countries are likely to be confronted 
with three major challenges that will be externally influenced: trade, 
foreign investment and technology. The international trading environment 
will pose a challenge because of global imbalances and by pressures to form 
regional trading blocs. The dramatic changes in Eastern Europe and the 
opportunities for participating in its economic rehabilitation are likely to 
direct capital away from the Third World. Rapid innovation in technology 
is limiting advantages to the innovators, thereby restraining developing 
countries from moving up the technology ladder. In terms of these three 
factors, the Asian developing countries will have to take the international 
environment into account in formulating their development strategies and 
policies. 

The international trading environment will be influenced mainly by 
the economic growth rates of industrial countries, the impact of recent and 
current events in Eastern Europe and the Soviet Union, and international 
trading arrangements. These will have a bearing on the growth and 
stability of export earnings of Asian developing countries. As the expansion 
of the world economy since the mid-1980s continues, there are signs that 
the major industrial countries are encountering supply constraints. 
Capacity utilization rates are close to previous peaks, and unemployment 
rates have fallen in some countries. Growing inflationary pressures will 
lead to tighter monetary policies in the industrial countries, and higher 
real interest rates will discourage both investment and credit-financed 
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consumption expenditures. As a result, growth rates in industrial countries 
are likely to be lower in the 1990s compared with the 1980s, leading to a 
deceleration in the volume of world trade. A slowdown in growth rates of 
the industrial countries and in the growth of world trade will have a 
negative impact on the export growth of Asian developing countries. With 
a deceleration in the growth rates of industrial countries, trade protection 
which will slowdown structural adjustment in developed countries can be 
expected to increase. Trade protection could be directed at products or 
sectors of interest to the Asian countries such as textiles, steel and agricul- 
ture. In addition, it could take the form of market sharing through the 
formulation of regional trading blocs that would exclude imports from 
Asian developing countries. The impact of the opening up of Eastern 
Europe on the trade prospects of Asian economies is not clear. 

The evolution of the international trading system will be an important 
factor in determining access to export markets for Asian developing 
countries. The Uruguay Round of negotiations under the General Agree- 
ment on Tariffs and Trade (GATT), launched in 1986, is due for completion 
by the end of 1990. This Round was by far the most complex and wide-rang- 
ing and focused on curbing the intensifying protectionist trend in industrial 
countries, strengthening GATT, and extending GATT coverage to services. 
Three features of the international trading system are relevant for the 
Asian developing countries. First, the post-Tokyo Round trade-weighted 
average most-favored-nation (MFN) tariff rate of 4.7 per cent is likely to 
decrease after the completion of the Uruguay Round. However, there are 
considerable variations in tariff rates, and MFN rates on products of export 
interest to the Asian developing countries are generally higher than the 
average. Further, tariff rates often vary with the degree of processing, 
resulting in the phenomenon of tariff escalation which penalizes the ex- 
ports of processed and value-added products of developing countries. 
Second, a formidable obstacle to trade flows is presented by non-tariff 
barriers (NTBs) which are growing in numbers and variety. As they involve 
administrative discretion rather than open rules of protection, NTBs are 
far more unfavorable to the Asian developing countries than tariffs. Third, 
while the Generalized System of Preferences (GSP) granted unilaterally by 
industrial to developing countries has been of benefit to the Asian develop- 
ing countries, the narrowness of product coverage has meant that GSP 
imports of industrial countries constitute less than 10 per cent of total 
imports from GSP beneficiaries. Furthermore, GSP is not costless to the 
recipients since preferences are not granted unconditionally. 

The volume, terms and conditions of external capital flows to the 
Asian developing countries will have an important bearing on them. Two 
aspects are relevant: multilateral and bilateral aid flows versus foreign 
direct investment. The historic changes in Eastern Europe, continuing 
concern with the need for fundamental changes in Africa and alleviation of 
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the debt crisis in Latin America combined with aid fatigue on the part of 
industrial countries are likely to divert attention as well as multilateral 
and bilateral aid flows away from Asia. 

Interms of foreign direct investment, the transformation of the United 
States from a creditor to a debtor nation is likely to continue to divert funds 
from capital-deficient developing countries. In Asia, Japan has emerged as 
the major source of foreign direct investment. Compared with earlier 
periods, the share of Japanese capital to the member countries of the 
Organisation for Economic Co-operation and Development (OECD), par- 
ticularly the United States, showed a massive increase in the 1980s while 
the share of East and Southeast Asia declined. Thus, unless the United 
States can decrease its trade deficit, it will continue to crowd out developing 
countries from the international capital markets. However, it is important 
to note that while the share of Japan's foreign direct investment to develop- 
ing countries was declining in the 1980s, its total flow was rising so rapidly 
that many countries in East Asia continued to receive absolute increases. 
The United States will remain a foreign investor in Asia though on a 
diminished scale. Future trends of European investment in Asia are uncer- 
tain because of the economic integration of the European Community in 
1992 and the demands of Eastern Europe. Overall, the outlook for foreign 
investment is mixed. While international capital markets are better in- 
tegrated with rapid flows of information and capital, factors such as the 
U.S. trade deficit, the possibilities in Eastern Europe and fear of Third 
World debt and instability will make the flow of foreign direct investment 
to developing countries more difficult. 

International technology markets are complex, imperfect and rapidly 
evolving. However, some trends are significant.? First, the pace of tech- 
nological innovation is quickening. This has been caused by both demand 
factors such as growing global competition and supply factors such as 
breakthroughs in genetic engineering and solid state physics. Second, life 
cycles of technological processes and products are shortening. These have 
been caused by new electronics-based technologies and increased participa- 
tion in technology-intensive industries. Third, rapid automation is trans- 
forming factor intensities of certain industrial processes. As a result, 
certain industries may be losing their labor-intensive character. 

Given the nature of technology markets and the fact that technology 
transactions involve a close relationship between the two parties, the 
notion of "strategic alliances" is gaining acceptance.? The notion incor- 
porates the fact that firms do not surrender their identities during tech- 
nological contacts and at the same time transactions do not occur only 


2. Carl Dahlman, Impact of Technological Change on Industrial Prospects for LDCs, Industry and Energy 
Department Working Paper, Industry Series Paper, no. 12 (Washington, D.C.: World Bank, 1989). 

3. Ashoka Mody, Changing Firm Boundaries: Analysis of Technology Sharing Alliances, Industry and 
Energy Department Working Paper, Industry Series Paper, no. 3 (Washington, D.C.: World Bank, 1989). 
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through the market. These alliances can vary greatly from a close relation- 
ship of subcontracting ties to off-the-shelf transactions in the marketplace. 
These strategic alliances are becoming more important over time. 

Technological change, currency appreciation and wage increases, in 
addition, will lead to the shift of industries from Japan and the newly 
industrializing economies (NIEs) to the Asian developing countries as the 
former move up the market. Japanese foreign direct investment had played 
a key role in fostering the horizontal division of labor with the NIEs. An 
important issue in the 1990s will be the role of foreign direct investment 
by Japan and the NIEs in augmenting intraindustry trade within Asia. 
Though industrial relocation and large foreign investment flows within 
Asia have been recorded mainly since 1987, the size of the phenomenon in 
1988 and 1989 makes it a very significant development in the region. The 
evolving scene in Asia suggests that Japan and the NIEs could emerge as 
major sources of capital for the Asian developing countries. While official 
development assistance from these sources will grow, the major movements 
will be through private capital flows. 

The issue of non-oil primary commodity prices is likely to be important 
for some Asian developing countries. An important effect of the two oil 
Shocks in the 1970s was the heightened concern about the continued 
availability of material resources. This spurred major technological change 
which resulted in: (1) new materials being developed leading to substitution 
away from traditional commodities; (ii) the development of raw material- 
saving technologies; and (iii) the development of improved technologies for 
secondary recovery that have reduced the demand for primary output of 
numerous minerals and metals. These developments are likely to continue 
in the next decade. In addition, structural shifts in demand in industrial 
countries from manufacturing to services will continue. On the supply side, 
technological improvements will lead to increased productivity and lower 
costs for metals and agricultural goods. These demand and supply factors 
will accentuate the secular decline in the real prices of non-oil primary 
commodities. 

Having briefly highlighted some of the major factors in the interna- 
tional environment which will be relevant for the Asian developing 
countries, it would be instructive to draw some implications. The technol- 
ogy factor is considered first. The major issues to be considered are: (i) given 
the importance of technology in the economic growth process, the Asian 
developing countries should react positively to technology change; (ii) while 
the latecomer status of these countries enables them to move up the 
technology frontier quickly, rapidly changing technology, together with 
imperfect technology markets, restricts applications by the countries con- 
cerned; (iii) the countries should seek at least a partial interface with world 
technology markets and it is in their interest to keep these markets open; 
and (iv) there are many ways of entering international capital markets, but 
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none is costless. These could vary from a gradual acquisition of technology 
capability to a big push strategy to enter the market.* 

The Asian experience suggests that even when total foreign capital 
flows to developing countries decrease, well-managed economies will con- 
tinue to attract foreign capital. The host countries should provide a con- 
ducive environment. The importance of foreign direct investment and the 
associated transfer of technology will require appropriate policy responses 
by the countries concerned. Interestingly, developing countries which at- 
tracted such funds by offering special incentives to compensate for unfa- 
vorable macroeconomic policies have not attracted much direct investment 
in recent years. On the other hand, direct foreign investment has steadily 
flowed into countries where the overall policy environment has been favor- 
able.5 This indicates that the policy reforms which are required for growth 
are not different from those required for attracting foreign direct invest- 
ment. In fact, an export-oriented development strategy not only promotes 
foreign direct investment but also increases its development impact in the 
recipient developing country. 

Uncertainty in the international trading environment in the 1990s 
could lead to export pessimism in some Asian developing countries. It has 
been argued that emulation of the NIE model of manufactured export-led 
growth by other Asian developing countries would exert enormous pressure 
in developed country markets leading to more and more protectionist 
interventions. In this context, the following factors are pertinent. First, 
the Asian developing countries will reach significant manufacturing export 
capacity at different points in time which will reduce pressure. Second, 
manufactured exports are highly diversified which will diffuse pressures 
over a wide range of activities. Third, the developing country share in 
industrial countries’ consumption of manufactures is just over 2 per cent 
which suggests that there is considerable room for expansion. Fourth, the 
growing trend of globalization of industries with foreign direct investment 
may help contain protectionism. Thus, the prospects for manufactured 
exports may not be all that bleak. 


National Environment 


The major development objectives of many Asian developing countries 
in the 1990s will include growth, equity, poverty alleviation and environ- 


4. Hall Hill, Role and Effect of Foreign Investment on Industrial Technological Development, Product 
Development and Marketing, EDI Working Paper (Washington, D.C.: World Bank, March 1990). 

5. Raymond Vernon, "Introductory Presentation on Investment Incentives in Foreign Direct Investment 
in the Asian and Pacific Region" (Paper read at the Asian Development Bank and International Finance 
Corporation Symposium, Asian Development Bank, Manila, May 1988). 

6. William R. Cline, "Can the East Asian Model of Development Be Generalized?", World Development, 
vol. 10, no. 2 (1982). 
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mental protection. On the question of whether there is a trade-off or 
complementarity between growth and equity, there is growing consensus 
toward complementarity. Furthermore, growth has been observed to be 
closely related with the improvement in the quality of human labor devoted 
to production. Human resource development, combined with institutional 
reforms relating to land ownership and access to public goods, could 
promote growth with equity. Itis becoming obvious that sustainable growth 
will require explicit consideration of issues pertaining to environmental 
protection. Thus, the development objectives in the 1990s will be far more 
comprehensive and complex than of the earlier decades. 


Development Strategies in the 1990s. In a broad sense, a develop- 
ment strategy may be defined in terms of goals and approaches to be used 
to achieve them. For example, a growth strategy sets out the philosophy, a 
vision of the desired future and the general principles on the basis of which 
policy decisions are made. The suitability of a particular development 
strategy will be country-specific and will depend on initial conditions such 
as resource endowment, economic structure, stage of development, objec- 
tives and constraints. In this context, the structuralist and flow viewpoints 
associated with growth strategies are relevant.? The former was pessimis- 
tic on export prospects, bullish on the ability to generate wage goods 
(savings) and assumed that the inability to transform savings into capital 
goods was the binding constraint. The latter was bullish on exports and 
considered that the flow of savings constrained growth. The strategies 
adopted for growth in many Asian developing countries in the 1960s and 
1970s followed this basic orientation. 

The discussion on the external environment suggests that countries 
wil have opportunities to export manufactured goods. Effective supply 
responses to changing export niches will determine whether countries can 
succeed in exploiting these opportunities. Àn important element that 
should determine the strategies to be adopted in the 1990s is that the 
severity of the foreign exchange bottleneck situation will be significantly 
lower for most Asian developing countries than was the case earlier. 
Consequently, the transformation constraint of turning savings into capital 
goods is likely to be less relevant. Instead, the savings constraint will be 
binding. The existence of foreign trade possibilities suggests that growth 
strategies in the 1990s should be guided by careful observation of the 
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perience", Asian Development Review, vol. 8, no. 1 (1990). 
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international competitive environment which will influence the appro- 
priate choice of industries at each stage of development. 

A strategy may be defined in terms of three attributes, namely, 
demand source, supply source and inward-outward orientation. The 
demand source consists of domestic demand and export demand. The 
components of domestic demand include consumption, investment and 
government expenditure. The distinction between domestic demand and 
export demand highlights the major source of growth in terms of com- 
ponents of demand, i.e., domestic demand-led versus export-led growth. 
The sources of supply consist of agriculture, industry and services. Agricul- 
ture includes foodgrains, commercial crops and livestock. Industry incor- 
porates manufacturing and mining (traded) as well as construction and 
utilities (non-traded). The non-traded service sector includes trade, trans- 
port and communication, public administration, while the traded service 
sector includes tourism and financial, technical and professional services. 

Import substitution is usually considered in terms of catering to the 
domestic market, whereas export orientation is associated with the target- 
ing of sales in overseas markets. The concept of effective exchange rate is 
used to define the notions of import substitution and export orientation.1? 
The effective exchange rate for exports is defined as the number of domestic 
currency that can be obtained for a dollar's worth of exports, taking into 
account factors such as export duties, subsidies and surcharges, special 
exchange rates, and input subsidies related to exports. The effective ex- 
change rate for imports is defined as the number of domestic currency that 
would be paid for a dollar's worth of imports, taking into account, among 
other things, tariffs, surcharges and interest on advanced deposits. The 
effective exchange for imports would include premia on import licenses. 
Import substitution is defined as that where the effective exchange rate for 
imports is greater than the effective exchange rate for exports, and there 
is a bias against exports. The characteristic of import substitution is that 
it creates a net incentive to "import substitute" relative to what interna- 
tional prices dictate. An export orientation strategy is defined as one where 
the effective exchange rate for imports is equal to the effective exchange 
rate for exports, and the anti-export bias is eliminated. It is important to 
note that an export orientation strategy is defined in terms of neutrality. 

The attributes of domestic demand-led versus export-led growth and 
import substitution versus export orientation should be kept distinct. The 
former deals with components of demand while the latter is defined in 
terms of the policy environment facing exporters and importers. In addi- 
tion, while export-orientation would be conducive to export-led growth, in 
an import-substituting regime export-led growth would be possible as will 
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be shown later. Similarly, export orientation is consistent with domestic 
demand-led growth. For example, alleviation of poverty may require a 
significant boost in domestic consumption, but this may be undertaken in 
the framework of neutrality between export and import incentives. In fact, 
on efficiency considerations such a strategy is advisable. 

In the discussion so far, a development strategy is defined in terms of 
three attributes. This should be distinguished from the consequences of 
development strategies or changes in the economic environment. For ex- 
ample, during 1988-1989 growth in the Republic of Korea was domestic 
demand-led because of a slowdown in export growth due to wage hikes, 
labor strikes, currency appreciation and a rise in domestic consumption 
caused by import liberalization. Whether an attribute or an element is 
cause or effect will depend on the perspective. When a strategy is being 
formulated, the viewpoint is ex-ante. However, when a consequence is 
being analyzed, the viewpoint is ex-post. All discussions on strategy in this 
article are related to the ex-ante perspective. 

In the Figure, 12 strategies for development that are likely to be 
broadly relevant for Asian developing countries in the 1990s at various 
stages of development are represented. The perpendicular axis in the 
matrix measures domestic demand-led growth (C), versus export-led 
growth (C). The farther away from the origin, the greater is the importance 
of export demand. The two horizontal axes measure industrial origin: 
agriculture (A), industry (A), services (A*) and import substitution (B) 
versus export orientation (B). Five strategies can be rejected: (i) which 
reflects an import substitution domestic demand-led agricultural (food- 
grain) strategy adopted by many Asian developing countries in the 1970s 
will be inefficient in terms of cost and availability of relatively cheap 
foodgrains from world markets; (ii) ABC and ABC are unlikely to succeed 
because of a lack of export markets for non-oil primary commodities; 
(iii) which describes the import substitution domestic demand-led 
industrial growth strategy adopted by many Asian developing countries in 
the 1950s and 1960s that resulted in high-cost inefficient industries is 
unlikely to be repeated; and (iv) A*BC does not appear feasible since it is 
unlikely that sufficient domestic demand will exist for growth to be 
powered by the service sector. n 

The remaining seven strategies may be considered further. Ape is a 
domestic demand-led agricultural growth strategy with an export orienta- 
tion which would be relevant for countries with a significant rural poverty 
problem. Here, the issue relating to the creation of domestic demand 
becomes a critical factor. For example, in a country where the majority of 
the population resides in the rural areas, creation of rural demand will be 
important in sustaining such a growth strategy. Creation of demand will 
now need to be explicitly related to creation of supply. The explicit linkage 
of supply creation to demand generation makes this strategy particularly 
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FIGURE i 
Matrix for Differentiating Strategies for Growth 
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appropriate for poverty alleviation. It is useful to describe the rationale for 
this agriculture-led growth strategy originally recommended by Singer who 
advocated a strategy which was agriculture-led rather than export-led for 
the realities of the 1980s and 1990s with uncertain export prospects for 
some developing countries.!! Unlike earlier pro-agricultural strategies 
which were associated with self-sufficiency and closed economy ideologies, 





11. Hans Singer, "Policy Implications of the Lima Target", Industry and Development, no. 3 (1979). 


Strategies and Policies for Structural Transformation in Asia 11 


Singer's strategy called for a shift in the sectoral emphasis of public 
investment in agriculture while maintaining or even switching to export 
orientation.!? He described this strategy as one of basing the "national 
development on agriculture as the primary sector and developing in- 
dustries with strong emphasis on agriculture industry linkages and inter- 
actions". Such a strategy was adopted in the Medium-term Development 
Plan of the Philippines for the period 1987-1992. 

This strategy emphasizes the importance of increasing productivity in 
agriculture and thereby creating a domestic mass consumption market. 
Small and medium-sized farmers with their larger linkage effects with 
domestic industry will have a pivotal role. These farmers are likely to 
devote a larger marginal share of their consumption to locally produced 
textiles, clothing, footwear and simple consumer dürables. Therefore, an 
increase in agricultural productivity, especially among small and medium- 
sized farmers, is the key to industrialization. This strategy accomplishes 
the industrialization goal by expanding internal demand for intermediate 
and consumer goods produced by domestic industry. While this strategy of 
fueling industrialization through generating domestic demand is 
motivated by a certain degree of export pessimism, it rests on an export 
orientation growth strategy. The key factor in this strategy is the 
strengthening of agriculture-industry linkages through which a self- 
sustaining dynamic system emerges. Clearly, this strategy cannot be ap- 
propriate for all times and all countries. However, this agriculture 
demand-led industrialization strategy will be suitable in the medium term 
for countries which are not anticipating rapid growth in world demand for 
their non-traditional exports but which have potentially large domestic 
markets in which there already exists an industrial base with an estab- 
lished supply responsiveness. 

Having achieved the self-sufficiency threshold in major foodgrains 
and as export prospects for them are weak, some countries will find that 
future growth in these crops will be demand constrained. The challenge 
will be to maintain the growth momentum in agriculture while the growth 
of major foodgrain output slows from 4-5 per cent to 2-3 per cent. New 
sources of growth should be selected efficiently so as to avoid enlarging a 
high-cost agriculture base that would jeopardize the future growth of 
employment and income. To sustain high agricultural growth rates, devel- 
oping countries must fully exploit the potential for agricultural diversifica- 
tion and away from an excessive dependence on foodgrains. Achieving 
agricultural diversification will be a massive and far more complex task 
than achieving the self-sufficiency threshold in foodgrains. Agricultural 
diversification should be based on an economy’s comparative advantage. 
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The adoption of the Singer strategy is based on the assumption that 
trade is an element of growth. Agricultural growth must be based on 
comparative advantage considerations. The cornerstone of industrial 
growth will be based on achieving an efficient and competitive industrial 
system through strengthening the incentives for export and efficient im- 
port substitution rather than catering to a highly captive protected market. 
In that sense, there is neutrality in incentives between export and import 
activities implying an export. orientation for the domestic demand-led 
agricultural growth strategy (ABO. i 

The next strategies curs are the three possible industrial-based 
strategies (ABC, ABC, and ABC). Strategy Abo, which is export-led 
through the manufacturing subsector in an import-substituting environ- 
ment, was pioneered by the Republic of Korea in the 1970s. Import sub- 
stitution first led to the domestic production of non-durable consumer goods 
followed by the production of durable consumer, intermediate and capital 
goods. Exports initially consisted of labor-intensive manufactures, and at 
a later stage more capital and technology-intensive products were ex- 
ported. Variants of this strategy have been adopted by some countries such 
as Indonesia and more are likely to follow suit in the 1990s. 

Strategy ABC, which is both export-oriented and export-led, was 
adopted in the 1960s and 1970s by Hong Kong and to some extent by 
Singapore. In this strategy, the later stages of industrialization could 
include domestic production of capital and intermediate goods which would 
be needed to produce high-technology manufactured exports. This ad- 
vanced stage of industrialization may also be accompanied by a rapid 
growth of financial, technical and professional services. 

Strategy ABC consists of an export orientation combined with a 
domestic demand-led growth. For economies such as the Republic of Korea, 
where the concerns for equity and environmental protection are increasing, 
this strategy may be relevant. An expected slowdown of export growth 
combined with a need for increased domestic consumption and public 
investment associated with equity and environmental considerations could 
Jead to the adoption of this strategy. The strategy could also be relevant 
for countries with large domestic markets such as the People's Republic of 
China and India. 

A logical outcome of strategy ABÓ is the domestic demand-led and 
service-driven growth strategy with export orientation (A*BC). This is 
because demand for certain non-traded services such as transport and 
communication, education and health which will result in a better quality 
of life is likely to increase, and this should be anticipated in the design of 
a strategy. As economies approach a certain stage in the development 
process, services become the engine of growth. At the next stage, a strategy 
which is export-led with an export orientation (A*BC) may follow. Ás the 
NIEs catch-up technologically with the industrial countries and integrate 
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themselves more closely with them, the transition from the advanced stage 
of industrialization to A*BC is likely. The increasing importance of finan- 
cial and technological services in this stage of development may make it 
necessary for countries to adopt this strategy. 

The strategy, which is export-led with services in an import-substitut- 
ing regime (A*BC) deserves careful consideration for countries such as 
India and the Philippines which possess vast pools of technically qualified 
people. The technological revolution now occurring in the industrial 
countries will require substantial amounts of services which could be 
provided relatively cheaply by some Asian developing countries. 

The Asian developing countries are at different stages of development 
and the appropriate strategy will therefore be country-specific. However, 
the "flying geese" pattern of development in Asia suggests that as countries 
catch-up with one another, development strategies could have important 
elements of commonality.!? In terms of the strategies described, one se- 
quence of development strategies from the least to the most developed could 
take the following pattern: ABO, ABC, ABC, ABÓ, A*BÓ and A*BC. Here, 
an economy goes from (i) an agriculturally driven domestic demand-led 
export-oriented strategy to (ii) an industrially driven export-oriented 
strategy which is export-led to begin with and then followed by domestic 
demand-led to (iii) a service driven export-oriented strategy which is 
domestic demand-led and then export-led. 


National Policies. The adoption of a development strategy will 
determine the volume and allocation of investment among sectors. National 
and sectoral policies would be used to implement the strategies in terms of 
influencing the volume and allocation of investment. The nature of the 
policy-mix would appreciably affect the efficiency of investment and hence 
overall sectoral and economywide growth rates. National and sectoral 
policies together determine the sectoral policy environment. 

One of the most important lessons of the 1980s was the need for 
prudent macroeconomic management which would ensure a sustainable 
current account position, a reduced rate of inflation and a manageable level 
of foreign debt. Without these, it would not be possible to ensure a stable 
and high rate of economic growth. Macroeconomic policies that will be 
required to keep aggregate demand and supply in balance would include: 
() monetary and fiscal policies for demand management; (ii) capacity- 
augmenting structural policies which will promote public savings (fiscal 
policy) and private savings (monetary policy and interest rates); (iii) ex- 
change rate policies which are simultaneously expenditure-reducing and 
expenditure-switching and contain elements of both demand management 
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and structural policies; and (iv) external resource mobilization policies.!4 
Balance-of-payments problems are frequently the symptoms of commit- 
ments by governments to expenditures that cannot be financed. Keeping 
budget deficits under control would be a major macroeconomic challenge to 
governments in Asian developing countries. This package of macro- 
economic policies must be designed to simultaneously restrain aggregate 
demand and increase the availability of resources. 

The public sector in many Asian developing countries was given a key 
role in the development process. One of the reasons was that it was 
expected that this sector would generate domestic savings through budget- 
ary surpluses and profits of public enterprises which would finance devel- 
opment expenditure. The public sector in many countries has failed to 
generate savings.!? Government expenditures grew more rapidly than 
revenues. At the same time, the performance of public enterprises has been 

‘below expectations. Consequently, public investment has been financed 
largely by domestic and external borrowing, This has led to a heavy burden 
of interest payments on government budgets thereby further undermining 
the capacity of the public sector to generate savings. The external debt 
service of many Asian developing countries also greatly increased. Thus, 
public sector reform has major implications for the macroeconomic 
environment. 

The relationship between the macroeconomic environment and devel- 
opment strategy can be established through the volume, allocation and 
efficiency of investment. The macroeconomic issues discussed so far would 
influence the volume of investment. Related to the volume of investment 
is the flow of foreign capital to the Asian developing countries which may 
be uncertain. However, foreign direct investment combined with tech- 
nological, marketing and management skill transfers is potentially impor- 
tant in the context of rapid technological changes. A necessary condition of 
the flow of foreign direct investment to a country is prudent macroeconomic 
management. When macroeconomic policies are combined with exchange 
rate and trade policies, their link to strategy is established through the 
allocation and efficiency of investment. The exchange rate will be the 
crucial macroeconomic variable in establishing the right mix between the 
traded and non-traded sectors of an economy. The most important function 
of the exchange rate is to assist in achieving external equilibrium. Over- 
valued exchange rates which do not reflect. market fundamentals penalize 
exporters and inhibit international competitiveness. Prudent exchange 
rate management presupposes a sound macroeconomic policy environment 
with moderate inflation. 
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An element of the national policy environment that is closely related 
to the exchange rate is trade policy which has both external and domestic 
dimensions. Externally, the Asian developing countries have a strong 
vested interest in keeping the international trading system open, thereby 
gaining access to export markets. Domestically, trade policy is concerned 
with implementing a trade regime which is neutral between export and 
import sectors and which minimizes the resort to non-tariff barriers. Trade 
policy has a key role in ensuring an open competitive environment, in 
inducing firms to adopt appropriate technology and in discouraging rent- 
seeking behavior. Also, the effectiveness of foreign direct investment in 
terms of contributing to higher productivity levels is linked to an open trade 
regime. 

The concept of the effective exchange rate is related to import sub- 
stitution and export orientation. Thus, the exchange rate and tariffs and 
subsidies which influence the effective exchange rate are instruments in 
implementing development strategy. Also, the combination of fiscal, ex- 
change rate and trade policy would have a bearing on the terms of trade 
between agriculture and industry. Lastly, macroeconomic management 
through the use of fiscal and monetary policy combined with an outward or 
inward orientation would have to be consistent with the domestic demand- 
led or export-led growth strategy adopted by a country. 

The issues raised on national policies will have to be dealt with by 
many Asian developing countries. While there is likely to be general 
agreement on the desirability of the broad reforms described, the problem 
of the specific sequence of reforms will be difficult. Depending on initial 
conditions, alternative sequencing paths are possible. The subject of the 
sequencing of economic liberalization in developing countries is still evolv- 
ing with only some general principles being enunciated.!® Related to 
resource mobilization is the sequencing of the liberalization of the domestic 
financial market and of the capital account of the balance of payments. It 
is generally accepted that the capital account of the balance of payments 
Should be opened only after the domestic financial market has been 
reformed and domestic interest rates are appropriately restructured. 
Otherwise, there will be capital outflows. À precondition to raising interest 
rates is control of the fiscal deficit without which inflationary pressures 
will quickly build up. 

On the issue of external sector reforms and the real exchange rate, the 
second element of sequencing policy is that it is more prudent to liberalize 
the current account before relaxing capital controls. Otherwise, if the fiscal 
deficit has already been controlled and domestic financial markets liberal- 
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ized, interest rate differentials will result in foreign capital inflows. These 
will lead to real appreciation, whereas a successful liberalization of the 
trade account will require a real devaluation of the domestic currency 
provided the trade elasticities are "right". Real devaluation is needed to 
increase exports and limit imports. 

The third element of sequencing policy reform deals with the trade 
account. Since adjustment costs associated with import liberalization 
preclude instant elimination of import restrictions, export promotion 
policies provide a means of offsetting the anti-export bias inherent in a 
distorted trade regime. The sequence of reform in import liberalization is 
in the following three steps: (i) replacement of quantitative restrictions by 
tariffs; (ii) reduction of the level of nominal tariffs; and (iii) movement 
toward a more uniform tariff structure. Within (i), restrictions on imports 
of inputs should be first eliminated or relaxed. A first step within tariff 
reform would be to shift from specific to ad valorem duties. 

While the implementation of development strategies will be sig- 
nificantly influenced by the national policy environment, an important 
aspect of the national policy environment is its pervasive effect on the 
agriculture, industrial and service sectors. The effects will be in terms of 
the availability of investible resources in a sector as well as in terms of the 
intrasectoral incentive structure. Consequently, sectoral issues cannot be 
analyzed independently of the national environment. Furthermore, inter- 
sectoral linkages are affected by the development strategy adopted. 


Trade Policy and Development Strategy. An issue that is likely 
to be relevant for many Asian developing countries as they adjust their 
strategies for development from import-substituting domestic demand-led 
industrial growth (ABC) to import-substituting export demand-led in- 
dustrial growth (ABC) or to export-oriented domestic demand-led indus- 
trial growth (ABO) is the policy package that will be required for such a 
transition. 

The participation of Asian developing countries in multilateral forums 
reflects increased outward orientation in development thinking. Their in- 
volvement in setting multilateral rules of the trading system suggests that 
they could, to some extent, influence the external market environment. 
Many of the countries are concerned that the unilateral liberalization they 
have undertaken, partly caused by the decision to set 1986 as a baseline 
for including unilateral liberalization in the Uruguay Round, may not be 
recognized during the Uruguay Round discussions. Thus, there is also 
concern that instead of industrial countries being prepared to make match- 
ing concessions for unilateral liberalization already undertaken, the Asian 
developing countries may be asked to make additional concessions in any 
new arrangement. In the process, the issues of unilateral liberalization and 
multilateral trade negotiatiens could become increasingly interrelated. 
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The rationale for unilateral trade liberalization by Asian developing 
countries in a small open economy framework is analytically straight- 
forward and is derived from a small economy trade model. The possibility 
of linking trade liberalization to market access through individual or 
collective action makes the sequencing of decision making extremely com- 
plex. The costs and benefits associated with unilateral versus linked 
liberalization will need to be determined, and the sustainability and direc- 
tion of trade policy reform will depend on such analyses. 

While developments in exchange rates and import policy liberalization 
have been generally in the right direction, there have been political and 
economic limitations for reform in these areas in the medium term. Suc- 
cessful export growth in an open economy setting depends on two key 
elements: (i) maintaining a competitive real exchange rate, as it is the 
single most important variable affecting any exporter's earnings in local 
currency; and (ii) keeping import restrictions and protective tariffs to the 
lowest feasible levels because not only they lead to less efficient use of 
resources but also, by defending an overvalued exchange rate, they impose 
penalties on exports. 

Since it is not possible to instantaneously eliminate all import distor- 
tions, the role of export promotion policies will be crucialin the 1990s. Such 
policies by stimulating export growth relax the balance-of-payments con- 
straint, thereby increasing the degree of freedom for import liberalization. 
The NIEs provide good examples of export promotion policies through the 
creation of a free trade status for exporters and more active support for 
exports, even prior to trade liberalization. Export development policies put 
potential exporters on an equal footing with world market competitors. 
These policies can play a transitional role in offsetting disincentives to 
exports, while distortions introduced by import protection are gradually 
being reduced. Moreover, export development policies might be justified 
because of the existence of externalities associated with exports. 

Two key concepts have been introduced in the context of the second 
best policies: neutral status and extended neutral status.!? Neutral status 
is defined as a set of arrangements that will enable exporters to compete 
with foreign competitors on an equal footing in regard to undistorted 
markets and policies. The major competitors operate under a more flexible 
and realistic exchange rate, free trade in inputs and outputs, competitive 
financial and money markets, competitive primary input markets, and 
non-discriminating domestic taxes. Neutral status for export activities can 
be achieved by providing a combination of these elements or equivalent 
. compensating incentives in all activities that generate export value added. 
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An implication of providing neutral status to exporters through duty- 
free import of inputs is a zero effective rate of protection. This puts 
potential exporters on an equal footing with world market competitors. 
However, if the country provides positive protection for import-substitut- 
ing activities, neutral status for export activities does not provide incen- 
tives equivalent to import-substituting activities. With high effective 
protection for import substitution, anti-export bias in the domestic 
economy is alleviated but not eliminated through achieving neutral status 
which puts exporters on an equal basis with foreign competitors. Anti- 
export bias can be eliminated by extending neutral status for export 
activities such that export is not discouraged relative to import substitu- 
tion. Extended neutral status is defined as a situation in which the level of 
export incentives is as high as the level of incentives for import-substitu- 
tion activities. 

The concepts of neutral and extended neutral status and the notions 
of import substitution and export orientation introduced earlier in this 
discussion would thus be linked. Extended neutral status for exporters 
would imply that firms would be indifferent between import-substituting 
and export activities. Therefore, by achieving extended neutral status for 
exports through policy interventions, an export promotion strategy (AB 
or ABC) would be achieved. Since neutral status provides less incentives 
for exports compared with extended neutral status, such policy interven- 
tions would imply the pursuit of an import-substituting strategy (ABC). 
The question that arises is whether phased policy changes associated with 
achieving neutral status for exporters has any welfare theoretical justifica- 
tion. The rationale for phased policy changes associated with achieving 
neutral status for exporters rests on the following guidelines derived from 
welfare improvements resulting from phased policy reform.!? 

First, a general rule is to reduce extreme distortions as far as possible 
—all distortions which are variable are intermediate to the highest and 
lowest distortions which cannot be altered. Second, if a policy of trade 
liberalization is to be carried out, even when all tariffs are variable, it may 
not be feasible to carry out all required changes in trade policy simul- 
taneously. In these circumstances, policyniakers can follow the general rule 
of eliminating extreme distortions until the best solution is reached. l 

Having indicated that achieving neutral status for exporters con- 
stitutes a phased policy change which has welfare theoretic justification 
even in a second best situation, it is appropriate to note certain features 
associated with export orientation policies. First, the discussion of these 
policies in the context of export promotion and import-substituting . 
strategies clearly indicates that export promotion must be seen as com- 
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plementary to general trade policy reforms. Second, in light of the above, 
most export promotion measures are likely to be appropriate only on a 
transitional basis. Once general reforms of the protective structure have 
substantially reduced the anti-export biases in the trade regime, special 
measures designed to put exporters on an equal footing with their interna- 
tional competitors will no longer be required. Third, the scope for export 
promotion policies will be increasingly circumscribed by international and 
bilateral rules and practices which limit the allowable or accepted forms of 
intervention. This reinforces the case for speedy general trade policy 
reform. Fourth, budgetary constraints put severe limits on financial incen- 
tives or export subsidies. In light of the above, the recommendation for 
export policy and administration reform is likely to be limited to achieving 
neutral status for exporters. This implies pursuit of an import-substituting 
strategy. Therefore, a switch to export orientation may have to be deferred 
until significant import liberalization is possible. 


Issues in Sectoral Transformation 


In its broad interpretation, structural transformation is associated 
with movement from rural to urban, from agriculture to industry and then 
to services and from domestic trade to a higher ratio of foreign trade. Thus, 
intersectoral changes or structural transformation is at the core of the 
development process. In terms of the Figure presented earlier, the discus- 
sion on the international and national environment covered two axes, 
namely, domestic demand versus export-led strategy and import substitu- 
tion versus export orientation. In this section, issues relating to agricul- 
ture, industry and services are considered. The sectoral issues are narrowly 
confined to those that are directly related to the broad developmental 
factors in terms of the Figure. 

Sectoral transformation or adjustment policies may be classified into 
two broad groups: (i) policies to improve efficiency and resource allocation 
and (ii) policies to expand productive capacity of the sector. The major 
factors under (1) would be incentives, inputs and infrastructure, whereas 
those under (ii) would be investment, innovation and information. Innova- 
tion is linked with technology, investment is related to the adoption of new 
technology and information is needed to diffuse technological knowledge. 
Appropriate institutions would be required to implement both sets of 
policies. 

Before considering the issues related to designing policy reforms to 
reduce distortions, it would be pertinent to indicate some practical 
problems. First, efficiency gains resulting from resource reallocation at- 
tributable to reform require factor mobility. Unless labor and capital can 
move from sector to sector, reforms could result in unemployment and high 
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adjustment costs. Second, government interventions resulting in distor- 
tions could arise because of objectives other than economic efficiency. 
Political and social realities associated with these objectives would in- 
fluence the design of the reform package. Third, the theory of second best 
suggests that if an economy has several significant distortions, eliminating 
only some of them may not necessarily lead to an increase in overall 
economic efficiency.!? 

Policies to improve efficiency and resource allocation will play an 
important role in augmenting growth rates. Policy reforms to improve 
efficiency will be guided by the need to reduce distortions that drive a 
wedge between prices and marginal costs. Hence, they will be sector 
specific. These distortions have been caused by trade restrictions, price 
controls, taxes and subsidies, government controls on exit and entry, and 
imperfect competition. The resulting rigidities and inefficiencies have 
affected the entire economy, including agriculture, industry, electricity 
generation, banking and other sectors. The starting point for policy reform 
would be to reduce the cumulative impact of distortions introduced by 
bureaucratic or artificial market failure. The need for sectoral policy 
reforms arises from the necessity of augmenting aggregate supply through 
efficiency improvements. These reforms are associated with static efficien- 
cy gains linked to movements up to and along a production possibility 
schedule. The rationale for the emphasis on static efficiency stems from the 
consideration that static efficiency is a precondition for dynamic efficiency 
which in turn influences movements of the production possibility schedule 
or long-run growth rates.?0 

Regarding the expansion of the productive capacity of an economy, 
investment flows to a sector would be determined by public and private 
investment. While the former would be determined by the strategy of 
development and role assigned to the public sector, the latter would be 
influenced by the overall sectoral policy environment which in turn would 
depend on the interface of national and sector specific policies. The strategy 
of development adopted by a country would have a significant impact on 
the sectoral allocation of investment. Innovation and the acquisition of 
technology linked with investment are closely related. 

In the 1980s emphasis was placed on getting prices right through 
reforms to decrease barriers to domestic, import and export competition. 
However, getting prices right is a necessary though not a sufficient condi- 
tion for ensuring growth. In other words, only if price policies are combined 
with non-price measures will adequate supply response be forthcoming. 
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In this context, it has been pointed out that the following six "ins" are 
relevant: incentives, inputs, innovation, information, infrastructure and 
institutions.?! Each in itself is a necessary condition for supply response; 
together they constitute necessary and sufficient conditions. Investment is 
associated with innovation. In the 1990s the emphasis is likely to shift from 
a concern for efficient use of existing resources to the need for higher 
volumes and efficiency of investment. 

While the structural adjustment in the 1980s was linked to an em- 
phasis on the role of incentives, inputs and institutions, issues related to 
innovation, information, and infrastructure were relatively neglected. The 
"publie good" nature of investments associated with the latter three "ins" 
may justify significant public sector involvement. However, given budget 
stringency, imaginative solutions to the public and private sector-mix 
would be required in the decade ahead. 


Role of the State 


The Asian development experience has been characterized by strong 
state intervention caused by the belief in market failure. Market failure 
can be natural or artificial. Under certain conditions, free markets will 
automatically lead to the achievement of economic efficiency. When 
markets depart from these conditions in the absence of government inter- 
vention, natural market failure is said to exist. Natural market failure can 
be caused by monopolistic elements, external economies, public goods, and 
paradoxes and fallacies. Natural market failure provides the rationale for 
two sets of roles of government: (i) macroeconomic interventions designed 
to augment growth rates, stabilize prices and ensure external balance; and 
(ii) sector and market-level interventions designed to correct specific 
market failures. Artificial market failure may be defined as: (i) policy 
interventions which are designed to correct natural market failure but 
which are either inappropriate, insufficient or excessive; or (ii) policy 
interventions which disrupt an otherwise efficiently functioning market. 

At the macroeconomic level, reference has already been made to the 
problems caused by growing budgetary deficits. These have, in many 
countries, been aggravated by sectoral interventions which resulted in 
artificial market failures leading to the belief that imperfect markets are 
superior to imperfect planning.?? 

While misallocation of resources associated with artificial or 
bureaucratic failure provides a partial explanation for the low productivity 


21. Paul Streeten, "Structural Adjustment: A Survey of Issues and Options", World Development, vol. 
5, no. 17 (1987). 
22. Deepak Lal, The Poverty of Development Economics (London: Institute of Economic Affairs, 1983). 


22 Asian Development Review 


of investment in some Asian developing countries, there is another aspect 
that is important. Subsidies, controls and licenses associated with directed 
credit, import policies and industrial regulation led to alliances between 
government and various vested interests. This is appropriately sum- 
marized for the Indian case in the following manner: 


Even those of us who had actively promoted the earlier policies of the 
fifties and early sixties have come to realize for some time now that we 
had underestimated the long-term deleterious effects of controls and had 
not appreciated sufficiently the potential for a self-serving alliance 
between political leaders and civil servants on the one hand and captains 
of industry or the large farmers who have sufficient clout both socially 
and financially on the other. 


Alliances associated with government intervention encouraged activities 
such as tariff seeking, lobbying, tariff evasion, premium seeking for import 
and industrial licenses. These activities which led to financial gains for 
those who engaged in them did not produce goods or services as are 
generally understood though they resulted in resource use. They have been 
termed directly unproductive profit (DUP) seeking activities which shrinks 
the production possibility of an economy.?* These DUP activities, while 
prevalent in most Asian developing countries, have been particularly harm- 
ful in those countries where government policy interventions have stifled 
competition both in the external and domestic sectors of the economy. 

The role of the state from the 1950s to 1980s underwent modification, 
owing to changing perceptions of objectives and constraints that are in- 
herent in the development process. In the 1950s and 1960s the state 
intervened to invest in physical infrastructure and capital goods industries 
to alleviate constraints in savings and foreign exchange. In the 1970s 
concerns shifted to alleviate poverty. The 1980s witnessed the movement 
toward "pricism" or getting prices right and state minimalism in terms of 
recommendations for decentralization, deregulation and privatization. 
This movement was triggered by the excesses associated with earlier 
government interventionist policies, dwindling development resources and 
a concern to improve efficiency of resource use. 

In the 1990s the role of the state should be designed with a view to 
integrating the lessons of the 1970s and 1980s in terms of the efficient use 
of resources but with a renewed concern for social justice, poverty allevia- 
tion and protection of the environment. A major constraint that will in- 
fluence the role of the state will be the availability of development 
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resources at its command. Given the objectives of growth, equity and 
environmental protection and the constraint of resources, the challenge to 
the Asian developing countries in terms of the role of the state would be to 
design an optimal mix of instruments in terms of public investment and 
policy interventions. 

Establishing a conducive macroeconomic environment in terms of 
attaining a low rate of inflation and current account equilibrium will be a 
necessary condition for facilitating structural changes and attaining high 
growth rates. The state by tailoring its propensity to spend with its ability 
to raise revenues will play an important role in establishing a conducive 
macroeconomic environment. Public enterprise reforms would be high on 
the agenda on account of both macroeconomic and: sectoral efficiency 
considerations. 

At the sectoral level, public intervention will take two forms: invest- 
ment and policy reform. The constraints on the availability of public sector 
resources and the inefficiencies and inequities associated with govern- 
ment-induced artificial market failure imply that the role of the private 
sector and the market mechanism in determining the volume and allocation 
of investment would increase significantly in the decade ahead. In agricul- 
ture and industry, the private sector is likely to play the lead role in 
resource mobilization and investment. Policy reform would be accompanied 
by restructuring from agriculture to industry and then to services as well 
as within the industrial sector. The role of the government would be to 
encourage efficient restructuring by helping increase factor mobility, 
reduce transition or adjustment costs and minimize political opposition 
which might lead to rigidities in the system. The areas of policy reform 
indicated in this discussion would lead to transparency and automaticity 
in policy intervention, thereby reducing the arbitrary exercise of power by 
governments. This would provide a link between integrity in public life and 
economic efficiency, thereby reducing opposition to the reform process 
among the general public. 

Both intersector and intrasector restructuring may require govern- 
ment intervention in situations when natural market failures occur 
through externalities such as in information, research and development 
and training, or market imperfections occur as in capital markets. Inter- 
ventions, when necessary, should be based on certain guidelines: (i) they 
Should be supportive of market trends and forces and should facilitate 
rather than hinder change; (ii) they should be targeted to address specific 
market failures or imperfections directly; (iii) they should not stifle effi- 
cient private initiative and not limit competition; (iv) they should be part 
of a coordinated effort to reach the desired policy framework; and (v) if 
intervention is caused by non-existence of markets, then the intervention 
Should be so designed that whenever possible competitive markets evolve 
over time. 
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The design of policy reform and government intervention should be 
such that they provide "functional" support across entire sectors. Past 
experience in the Asian developing countries suggests that government 
intervention on the subsectoral level or for specific firms or entities should 
be minimized. Implicitly, a case has been made against agricultural, indus- 
trial or export "targeting" or "picking the winners". Instead, reforms should 
be directed at improving the policy environment for the entire sectors. 

Functional support would be crucial in technology development. With 
the expected increase in the relative importance of cash crop and industrial 
sectors, an issue that is likely to become important is the distribution of 
benefits from science and technology. Unlike foodgrain research which is 
a public good and whose dissemination was relatively easy, in the case of 
cash crop and industrial research there is likely to be a dichotomy between 
private and public costs and benefits. This dichotomy is linked to external 
economies associated with research activities and the risk of investment in 
research. Subsidization of private research, direct public sector involve- 
ment in research and the introduction of institutional arrangements that 
encourage research in the private sector constitute some of the approaches 
that can be used by governments to increase the areas of research. In 
general, the private sector can be expected to conduct research where it is 
relatively easy for the investor to capture the benefits, but to shy away from 
research with a biological or organizational orientation where the ap- 
propriation of gains is much harder. Issues related to private or public 
incentive versus directly funded research and large-scale or small-scale 
activities would require careful state intervention. 

A factor that needs to be considered is the relationship between the 
role of the state and stage of economic development. In this context, 
countries at advanced stages of industrialization may require significant 
state intervention. Countries exporting goods which are technologically 
intensive will require significant research and development (R&D). The 
following points are noteworthy. First, the output of R&D activities has 
some attributes of a pure public good. Second, owing to diffusion of benefits 
over time, social benefits of R&D activities could exceed private benefits. 
Third, the risk of conducting research could be high. This may become an 
important factor if an economy has not developed adequate risk markets 
to shoulder a part of investors' risks. Fourth, technological development 
requires software infrastructure and a legal framework to enforce property 
rights. On account of these factors, significant state intervention may be 
required to foster technological development even in relatively advanced 
countries.25 
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Structural transformation of an economy will have winners and losers. 
State intervention will be required to minimize the adjustment costs that 
are to be borne by the losers. The nature of the intervention should be 
guided by: (i) maintaining a floor for minimum nutrition, health and 
education levels; (ii) complementing the organized sector in the adjustment 
process through greater integration with the small-scale informal sectors; 
and (iii) restructuring social services such as education, health, water and 
sanitation to improve access for the vulnerable sections of society.26 

The greatest challenge to the state would be in the service sector in 
terms of hardware and software infrastructure and protection of the envi- 
ronment. The inherent (public good) nature of these facilities suggests a 
case for state intervention. On both growth and equity considerations, 
significant public investment would be needed. For example, the allevia- 
tion of poverty in rural areas would require basic infrastructure which may 
not be adequately and quickly provided in the normal development process. 
A target-oriented program to establish rural facilities for elementary and 
adult education, health, roads, water supply, housing, electrification and 
nutrition would then be required. Public investment would help to start 
the process. 

Given the enormous public investment required for social infrastruc- 
ture, the effectiveness and sustainability ofthat investment become impor- 
tant. The following issues are pertinent. First, public investment projects 
should pass the economic cost-benefit test. Second, elements of cost 
recovery must be in-built at the outset. Third, the subsidy element, if any, 
should be self-eliminating over time. Each project must be subject to a 
market test in terms of the beneficiaries being willing to compensate the 
losers. Cost recovery and elimination of subsidy must be considered 
together. Given the constraints associated with fiscal deficits, project 
sustainability would depend on cost recovery. 

In hardware infrastructure such as for the power sector, major initia- 
tives will be needed for restructuring public enterprises with the aim of 
improving efficiency and resource mobilization. An important aspect would 
be the need for providing transparency and accountability in the activities 
of these enterprises. The major issues would be: (i) total ownership transfer 
or partial divestiture of equity; (ii) transfer of management control through 
dilution of equity and/or subcontracting; and (iii) "marketization" associa- 
ted with autonomy from government and freedom in pricing, investment 
and financing policies and in personnel management.?" The political econo- 
my ramifications of public enterprise reform makes restructuring complex. 
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Concluding Remarks 


This article has examined the issues involved in designing strategies 
and policies for managing structural change in the Asian developing 
countries. These countries are at different stages of development and 
strategies and policies will have to be country specific. However, an ex- 
amination of the broader issues in terms of international and national 
environments shows that these are relevant in designing development 
strategies. 

Given the different development objectives and constraints of the 
Asian developing countries and the significant changes that are likely to 
occur in the global environment in the 1990s, the article clearly implies 
that increasing flexibility constitutes both a condition for and an objective 
of structural transformation. The inherent dynamism of the international 
environment will offer opportunities for Asian developing countries which 
are willing and able to adjust rapidly. Hence, management of structural 
change will require resilience. 

An analysis of the development strategies, described in terms of: 
(i) domestic versus export demand; (ii) inward versus outward orientation; 
and (iii) agriculture versus industry versus services, indicates that regard- 
less of the strategy adopted export growth as an instrument for ensuring 
efficiency will continue to have a key role in economic growth. However, a 
favorable overall policy environment and not special incentives that com- 
pensate for unfavorable macroeconomic policies will have to be determined. 

In terms of macroeconomic policies, the crucial variable in estab- 
lishing the right mix between the traded and non-traded sectors of an 
economy is the exchange rate. The most important function of the exchange 
rate is to achieve external equilibrium. In this context, the major issues 
that will require immediate attention are: (i) determination of the extent 
of overvaluation and hence the magnitude of the real depreciation needed; 
(ii) policies to achieve the target value of the exchange rate; (iii) estab- 
lishment of the effects of depreciation; and (iv) decision on exchange rate 
rules to be adopted. 

The link between strategies and policies is determined through the 
volume, sectoral allocation and efficiency of investment. While macro- 
economic monetary and fiscal policies will determine the volume of invest- 
ment, the interaction of macroeconomic policies with exchange rate, trade 
and sectoral policies will influence the sectoral allocation and efficiency of 
investment. A fundamental conclusion which emerges is that the micro 
foundations of macroeconomics must feature prominently in the design of 
policy reforms in the 1990s. 

Finally, since any process of structural transformation results in 
adjustment costs which should be minimized if not alleviated, state inter- 
vention will be necessary on equity considerations. The role of the state in 
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. the structural transformation in the 1990s would be between state mini- 
malism or pricism advocated in the 1980s and the strong interventionist 
public investment approach adopted in the 1960s and the 1970s. Rather 
than supplanting the price mechanism, the role would be to create a policy 
and institutional framework that would ensure competitive conditions, 
correct market failure and provide the necessary incentives and invest- 
ments in human resource, infrastructure and technology development. 


Small and Medium Industries in 
Asian Developing Countries 
A.H.M. Nuruddin Chowdhury* 


n many Asian developing countries, industrialization has not suc- 

ceeded in achieving the intended objectives of absorbing surplus 

labor, alleviating poverty and bringing about a more regional 

balanced growth. The large-scale import substitution approach wide- 
ly adopted in most countries often led to the use of highly capital-intensive 
techniques, generated few employment opportunities and aggravated the 
balance-of-payments disequilibrium with a heavy dependence on imports. 
In view of these circumstances, the development of small and medium-scale 
industries is being considered as a more appropriate alternative to promote 
industrialization. 

In general, a dynamic small and medium industries sector serves not 
only to create employment but also to earn foreign exchange, upgrade the 
quality of the labor force and diffuse technological know-how throughout 
the economy. These industries help to mobilize domestic resources by 
drawing into economic production the savings, labor and raw materials 
that otherwise remain idle and unutilized. Apart from serving the low- 
income consumer markets, they produce a wide variety of goods that 
include sophisticated products for export and intermediate inputs for in- 
dustries. The location of small and medium industries in rural areas 
creates livelihood opportunities that help to stem migration to urban 
centers. More important, they provide a source and training ground for the 
development of small-scale entrepreneurs and business management skills 
for future larger undertakings. Against the positive aspects, there have 
been criticisms regarding the inability of small and medium industries to 
realize economies of scale in production, procurement and marketing. 
Consequently, they may experience larger unit costs of production despite 
low labor costs. In many branches of manufactures, small and medium 
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industries exist on the fringe and often on the strength of costly government 
support programs.! The considerations of technical and economic efficien- 
cy, therefore, need to be balanced against the possible socioeconomic 
benefits attributable to the promotion of these industries in a strategy of 
industrialization. 

However, even when small and medium industries are assumed to be 
the appropriate instrument of industrialization for certain sectors, there 
is the further question of designing cost-effective support schemes. There 
are allegations of doing too much in certain spheres or doing too little in 
others.? A careful assessment is therefore required of the need for such 
schemes from the point of view of their potential beneficiaries. 

This article focuses on some ofthe issues pertaining to the role of small 
and medium industries in industrial development. It is based on surveys 
and findings in four countries, namely, Bangladesh, India, Indonesia and 
Philippines.? It first gives a brief account of the performance of small and 
medium industries in the four countries. It then reviews the policies 
adopted in regard to these industries and finally suggests some possible 
reforms. 


Small and Medium Industries: Bangladesh, 
India, Indonesia and Philippines 


Contribution to Output and Employment. In number of estab- 
lishments, small and medium industries predominate industrial manufac- 
turing in Bangladesh, India, Indonesia and Philippines. They are mainly 
in the textiles and garments, wood and furniture, food manufacturing, 
leather products, fabricated metals, non-metallic products, machineries 
and equipment, rubber and plastic products, pottery, and printing and 
publishing industries. In 1985 they accounted for over 95 per cent of 
establishments in Bangladesh, 70 per cent in Indonesia and 80 per cent in 
the Philippines. The importance of these industries in India may be gauged 
from their contribution to manufacturing value added which for 1983 was 
estimated at 35 per cent. 

In the four countries surveyed, small and medium industries have 
made positive contributions to the growth of output and employment, but 
except in India the contributions were relatively less than that of large- 
scale industries. In India where they are beneficiaries of numerous public 
sector initiatives, small and medium industries have been able to maintain 
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their overall position in the last decade. A similar trend occurred in regard 
to value added, which may well have been the result of rapid export growth 
that favored large-scale industries in the production of large volumes of 
standardized export products such as apparel and semiconductors. How- 
ever, small and medium industries have also benefited from the export 
growth through subcontracting arrangements. A closer scrutiny of the 
individual industries, however, indicates that in some cases small and 
medium industries have succeeded in raising their share in terms of number 
of establishments, employment and output vis-à-vis large-scale industries. 
This is clearly illustrated in the Philippines where in five industries, which 
included professional and scientific equipment, electrical machinery and 
non-metallic products, the shares in value added increased while those of 
the large-scale industries decreased. Another important finding was the 
resilience shown by small and medium industries in the Philippines during 
the 1983-1985 economic recession which was the severest in the country's 
postwar history. These industries suffered the biggest decrease in number 
of establishments during the recession. However, in 1985, although total 
employment was still low, small and medium industries led the recovery 
as employment started rising in industries such as textiles, paper products, 
pottery, glass products and electrical equipment. 

The significance of small and medium industries in the development 
process may be beyond the recorded shares in manufacturing value added 
and employment that are directly attributed to them. They are often the 
vehicles which facilitate the birth and expansion of large-scale industries 
in the structural transformation that occurs with growth in income. For 
example, in the Republic of Korea, much of the twelvefold increase in 
employment of factories with 100 or more workers between 1958 and 1975 
came from small firms that became larger, and at the same time employ- 
ment in the remaining small firms doubled.* 

In India and the Philippines, it was found that half of the small 
enterprises now in existence were established within the past decade. Most 
of these began as household industries, subsequently growing into the 
small and medium categories, and into larger enterprises in a number of 
cases.? In Indonesia about half of all the small enterprises surveyed started 
as household industries. For industries requiring larger capital and higher 
technology requirements, initial entry was at the medium-size level. 


Operating Characteristics. Small and medium industries possess 
unique features related to the composition of output, structure of inputs 
and organizational forms. 
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In the four countries surveyed, sole proprietorship was the dominant 
form of ownership with few being essentially family corporations. In 
general, the management structure is characterized by the concentration 
in one person, usually the owner or a member of his family, of all the 
management functions of production, marketing, finance and personnel. Ás 
the firm becomes larger, management decisions begin to spread to two or 
three persons. Managers of small firms tend to be better educated than the 
populace at large, but they are not likely to be expert in all the phases of 
business with financial management (including bookkeeping and budget- 
ing) and project evaluation requiring greatest attention. . 

The products of small and medium industries usually originate from 
indigenous craft traditions and are more adapted to serving the needs of 
the local populace. These industries thus proliferate in industries that 
harness local skills and expertise and utilize local materials and processes 
such as furniture and wood manufacturing, food processing, apparel, 
leather goods, metal fabrication, and pottery. However, with technological 
progress, small and medium industries have also contributed to the mass 
production of standardized and highly technical products such as 
electronics that reach urban and even export markets. While marketing is 
recognized as a main concern, many small and medium industries perceive 
marketing to be outside their purview and to be performed by wholesalers 
and retailers to whom they sell the bulk of their products. These industries 
tend to serve markets in their nearest vicinities, selling to other enterprises 
and directly to consumers only within their local area. In general, small 
firms sell regionally, while the larger ones cover national markets through 
existing distribution networks of wholesalers and retailers. Exporters are 
mostly among the larger of the small and medium firms, mainly in the 
apparel sector which has been experiencing a boom in recent years and in 
food processing which caters to specific tastes. 

In the countries surveyed, facilities to extend marketing assistance 
have been inadequate. There is a lack of information on consumer preferen- 
ces, product technologies and new markets. One approach to enter the 
export market would be as subcontractors rather than directly. By offering 
ready markets for their products and easier access to technology, sub- 
contracting could present a short-cut solution to many of the difficulties 
small and medium industries face in regard to the development and 
management of their marketing strategies. However, many of these in- 
dustries are not attracted to international subcontracting or subcontract- 
ing for export because of adequate demand in domestic markets and higher 
profit per product unit. Others do not have the skilled labor and the capital 
for upgrading product quality to export standards. Some industries are 
simply unaware of the potentials for expansion into the export market, 
while others are overwhelmed by the regulations and red tape associated 
with exports. In an effort to ensure a ready market for the production of 
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small firms, some countries have designed and implemented policies that 
reserve their entry into certain lines of production such as leather and wood 
products and small electric motors and appliances. However, the produc- 
tion of small and medium industries covers a much wider range than that 
of the reserved products. 

A widely held view is that small and medium industries utilize large 
numbers of otherwise unemployed family workers alongside mainly un- 
skilled employee labor. However, the results of the surveys in the four 
countries indicate that family labor constitutes not more than 5 per cent of 
labor input even in small firms. In regard to the nature of labor require- 
ment in the four countries, the ratio of skilled labor to total labor force is 
over 50 per cent for most firms and nearly 90 per cent in some. There has 
been considerable variation in skilled labor employment by industry which 
suggests that the product mix and type of industry, rather than size of firm, 
are the more important determinants of skilled labor requirement. The 
increasing demand for skilled labor in industry, which is manifested even 
in small and medium industries, highlights the urgency for skills improve- 
ment. Small and medium industries thus act as a means by which the 
upgrading of labor skills filters down to the smallest industrial unit to help 
strengthen the whole local industry sector. 

The experience of smaller firms in the procurement of their inter- 
mediate inputs varies with the industry in which they are located. In the 
countries covered in this discussion, the food processing industry has been 
the most dependent on domestically procured inputs, with about 90 per cent 
of raw-material requirements obtained locally. The ratio for the apparel 
and metalworking industries is about 50 per cent. Much of the difficulties 
experienced in the purchase of intermediate inputs derive from the disad- 
vantageous position of these industries vis-à-vis larger industries in deal- 
ing with government regulations and bureaucracy. Where import licenses 
or special customs clearances have to be obtained, smaller firms do not have 
the specialized legal and administrative services available with larger 
firms. Small and medium industries apparently operate in a lower price 
environment in regard to raw materials as in the case of labor, so that when 
intermediate goods markets tighten, large firms are able to outbid them 
for the available supplies. Another disadvantage is inadequacy of storage, 
especially in the food processing industry. 

In both industrial and developing countries, most small and medium 
industries obtain the initial capital required for starting their business or 
even the funds for subsequent expansion from private sector non-institu- 
tional sources.Ó These include personal savings and income from the owner, 
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borrowings from family and friends, loans from raw material suppliers or 
customers, credits from various associations and cooperatives, and money- 
lenders. Those industries which survive the high rate of mortality or 
failure, many owing to diversion of business funds to personal use, are 
frugal and responsible enough to reinvest into the enterprise a large 
proportion of their profits. As the firms grow, capital requirements also 
increase with production and sales so that other sources of capital such as 
banks and other institutional lenders are tapped. 

In the countries surveyed, the reinvestment of earnings was generally 
the main source of funds for fixed capital, followed by institutional and 
non-institutional sources. For example, in Bangladesh the reinvestment of 
profits supplied over half of the funds for fixed capital in food processing, 
apparel and engineering industries, but dependence on surplus reinvest- 
ment decreased with an increase in the size of firms. The amount of 
external, long-term capital flows to small and medium industries was 
limited, except in India where institutional lending has been designed for 
long-term fixed investment and bank loans have been automatically 
renewed to effectively become long term. In Indonesia, where small and 
medium industry priority schemes are handled by state banks, and in 
India, where credit volume and allocation are government-regulated, 
government financial institutions have been the dominant sources of fund- 
ing, especially for the smaller firms. In the Philippines government finan- 
cial institutions have not been prominent sources of long-term or 
short-term funds because of limited government funds channeled to small 
and medium industries. For working capital, private or government banks 
have been a significant source of funds. In Bangladesh over 90 per cent of 
working capital needs have been met by institutional sources. But taking 
the case of Indonesia as typical, it appears that the working capital needs 
of about 20 per cent of small firms and 40 per cent of medium firms have 
been met by outside sources, most of which are represented by banks. 

A key element for successful industrialization is the development and 
adaptation of technology. Modern technology has brought about improve- 
ments in product quality along with increases in productivity and efficiency 
which together have benefited not only specific sectors but also the economy 
as a whole. The fastest and most economical way of technology acquisition 
is through transfer and adaptation of appropriate technology that will 
contribute most to national wealth and promote self-reliance in the longer 
term.’ 
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The sources of technology for small and medium industries are varied. - 
About one third of the firms surveyed indicated that their previous ex- 
perience was their source of technology. Others stated that their technology 
was provided by foreign suppliers, as in the case of most firms in 
Bangladesh and Indonesia, or by large firms with whom they have a 
subcontracting relationship, as in the case of vehicle ancillary industries 
in India and garment manufacturing firms in the Philippines. However, in 
the four countries, the role of the government and private associations in 
the diffusion and transfer of technology has been insignificant, in contrast 
to, for example, Japan. In general, simple technologies have been absorbed 
rather easily as in food products and the apparel industries while more 
sophisticated technologies require outside agencies such as through sub- 
contracting and licensing arrangements for the metal products industries. 


Economic Environment and Small and Medium Industries 


Industrialization has been actively pursued by governments of 
developing countries through interventionist policies in the areas of foreign 
trade and investment. An import substitution strategy which was the policy 
adopted by most countries called for tariff shields, import controls and tax 
incentives to raise and protect local heavy industries that were set up by 
large private investors or the government. 


Foreign Trade and Exchange Rate Policies. Tariff and quantita- 
tive restrictions were the principal instruments of import-substituting 
regimes in the countries under study. High tariff walls protected the heavy 
industries such as paper products and chemicals, but the levels of protec- 
tion were considerably lower for apparel, shoes and wood products where 
small and medium industries are concentrated. Overvalued currencies led 
to excessive import demand. Chronic trade deficits and shortages of foreign 
exchange resources invariably forced a rationing system, mainly composed 
of foreign exchange allocation, import licensing and quotas so as to control 
the entry of foreign goods. These policies embodied a large-scale bias as a 
result of powerful lobby groups influencing more favorable legislation and 
preferential treatment for large industries which always had the ad- 
vantage of greater financial resources, political connections and ad- 
ministrative capabilities. In general, large industries are better able to 
obtain import permits and allocations for capital equipment and inter- 
mediate inputs on the basis of "essentiality" of their imports and bigger 
sales or capacity record. À cash licensing facility allows a firm access to 
raw materials, spares and machinery at costs much lower than the market. 
But in Bangladesh, the survey indicated that only 26 out of 120 small and 
medium firms qualified for letter of credit authorizations because of 
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bureaucratic red tape and the size of the cash fee deposit. For reasons such 
as credit facility and convenience, small and medium industries purchase 
their imported inputs and capital goods through large importers, many of 
which are also large industries which reap the benefits of tax concessions 
and rebates while passing on to small and medium industries the full 
scarcity costs. These factors, plus the increase in direct government invest- 
ments in big public enterprises, have largely contributed to the relative 
expansion of large industries in terms of value added compared with small 
and medium industries. 

India, as with other countries, adopted an import substitution policy 
that called for tariff protection and import regulation, but unlike others, it 
recognized earlier the importance of small enterprises in industrial 
development. This concern had been translated to policy which would have 
small industries, as producers of consumer goods and absorber of surplus 
labor, offset the heavy industry bias of the country's development strategy. 
India has also undertaken currency devaluations and import liberalization 
but these have not had any discernible positive effect on small and medium 
industries.? 

In the Philippines, between 1957 and 1962, there was a dramatic 
growth of large industries in practically all sectors and a conspicuous 
decline in small and medium industries. During this period import sub- 
stitution favored large industries. After a 100 per cent devaluation in 1962, 
the shares of subsectors dominated by small and medium industries such 
as footwear and apparel rose, while those dominated by large industries 
such as paper products and chemicals stagnated or declined. The reasons 
given for the decline were increased costs of imported inputs, on which 
large industries were generally dependent, and suspension of tax 
privileges. There was also a deceleration in growth of industries in the 
national capital region and an upsurge in industrial activity in the 
metropolitan periphery. However, when foreign exchange controls were 
reinstated in 1969, the share of small and medium industries in manufac- 
turing value added declined and that of large industries again increased. 

A growing commitment on the part of the government to promote 
especially traditional exports was accompanied with the realization of the 
bias of the protective system against exports. Export promotion efforts in 
the countries concerned ranged from tax incentives involving income tax 
rebates for export promotional activities, duty drawbacks, excise refunds, 
and bonded manufacturing warehouses to industrial estates and financial 
incentives such as export credit facilities and credit guarantees. Marketing 
help through trade fairs and product or packaging assistance has also been 
provided to exporters. But these measures are for export in general and at 
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best scale-neutral so that small and medium industries tend to benefit less 
from them when placed alongside large industries. 

In India, where the government has had a policy of generally favoring 
small and medium industries, these industries have been a major source 
of exports of garments, small machinery and some processed foods. Small 
firms have also been active exporters in some of these industries in 
Bangladesh and the Philippines. But it is difficult to assess how much of 
this trend has been due to government policy. For instance, garment 
exporters in India have been large firms often employing more than 100 
persons apart from subcontract workers, but they fall under the small-scale 
industry category in India because their investment is below the official 
limit for small-scale industries. Exporters of engineering goods, however, 
use industrial imports and thus made use of export subsidies. For food 
exports, cultural factors largely account for their high demand abroad. 
Many of the "export incentive" policies primarily benefit large industries. 
For example, small and medium industries do not avail themselves of 
"drawback facility", whereby an exporter is reimbursed for duties paid on 
imported inputs as they mainly use local raw materials or they import 
through agents. In Indonesia it was found that none of the small and 
medium industry respondents had qualified for garment quotas which has 
been granted by the government only to firms "which have past export 
performance of $100,000. In the Philippines 20 per cent ofthe total garment 
export quota has been set for bidding by only small and medium industries, 
but the bid formula is still biased against small firms since it gives a 40 
per cent weight to the value added of the firm in the previous year. Bonded 
warehouses which are supposed to put local manufacturers on equal footing 
with other foreign competitors have been effectively out of reach by small 
and medium industries because of the very high cost of maintaining them. 
Some of these industries have pooled: resources to share bonded 
warehouses, but bureaucratic red tape and corrupt practices cause difficul- 
ties in obtaining imported goods from these facilities. Few had also enjoyed 
export subsidies, since the majority of small and medium industries have 
exported through large firms. Indeed, although the government has estab- 
lished policies to promote small and medium industry exports, few of the 
firms surveyed had any knowledge of these policies. 

In general, although government intervention may have assisted 
these industries in a few cases, these policies have had marginal or nega- 
tive effects on them. The primary reason is that small and medium in- 
dustries are at a competitive disadvantage in relation to large industries 
as far as rent-seeking activities are concerned. 


Financial and Fiscal Policies. All the countries surveyed have 
adopted various policies toward making financing more available, or pro- 
viding tax relief to small and medium industries under certain conditions. 
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Some of these policies are directed explicitly at these industries, while 
others are generally aimed at firms in certain priority sectors on account 
of their special role in development. 

In India the government has made a strong commitment to assist 
small and medium industries in obtaining financial resources. The govern- 
ment prescribes minimum credits that government-owned commercial 
banks must lend to these industries to primarily cater to their short-term 
working capital requirements. In addition, it has established specialized 
institutions that extend long-term finance for fixed asset purchases. Some 
loanable and equity funds also come from state industrial development 
corporations which promote industrial development throughout the states 
although these corporations concentrate more on attracting large firms to 
the states. In Bangladesh the government directs funds to small and 
medium industries through scheduled banks which are obliged to lend at 
least 5 per cent of their total resources to these industries as working 
capital advances. It is widely agreed that this target has hardly been met 
as owners of small and cottage industries have expressed difficulties in 
obtaining the loans. Some nationalized commercial banks have helped 
finance subcontracting arrangements of small industries to large ones, but 
these have not been a substantial portion of the banks' loan portfolio, and 
as with the other loans the recovery rate has been low. In Indonesia the 
most important among the priority schemes have been for providing work- 
ing capital and small investment credit for fixed asset acquisition, but 
lending has been below target as lending agencies involved have exercised 
extreme caution in disbursement such that loans have gone to less risky 
sectors such as trade rather than industry. In the Philippines there are 
specialized programs, but no significant step has been taken by the govern- 
ment to direct the various efforts in the proper direction. 

In virtually all of the countries, small and medium industries com- 
plain about the paucity of funds.available to them and the onerous terms 
associated with loans they receive. Interest rates on government loans are 
lower than market rates but the funds available are limited, especially 
in cases where small and medium industries have to share with larger 
companies. 

For loans made to small and medium industries, collaterals are almost 
always required by both private and government banks. In Bangladesh it 
was averred that collateral requirements were often 120 to 130 per cent of 
the loan. Such insistence on high collateral is often justified by the lending 
institutions on the grounds of the poor loan repayment record of these 
industries. Evaluating loan applications only on a collateral basis, even if 
industries have a sound feasibility study to offer the lender, forces the 
industries to put up collateral in excess of the loan amount. This places a 
heavy burden on them, particularly if they involve a high labor-capital 
operation with only a small amount of fixed assets to offer for security. 
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Tax incentives accorded to firms are in the form of exemptions from 
sales taxes, customs duties and income taxes. Such exemptions are granted 
for a variety of purposes and have selective effects from the standpoint of 
firm size. In India, for example, small firms are given central excise duties 
exemption which declines with firm size until it disappears for large 
industries. This privilege is one of the most important given to small and 
medium industries as the rates of duty are high and concessions on them 
bestow some competitive advantages to recipient firms.: 

Other countries in the survey generally grant tax concessions on the 
basis of considerations other than size. Tax concessions are used to stimu- 
late the establishment or expansion of industries which are classified as 
new or necessary or particularly desirable. When the concessions (sales 
taxes, taxes on specific inputs such as capital equipment and intermediate 
goods) axe granted on the basis of product line, they are likely to benefit 
large industries because they have broader product lines which could 
include the commodities qualified for exemption. Similarly, when the tax 
being exempted is either on capital or on intermediate goods, large in- 
dustries could benefit more than the smaller ones, assuming the latter are 
more labor intensive. Sometimes, these tax concessions are administered 
with a threshold principle of a minimum investment amount acting as a 
qualifying criteria, thereby creating an immediate barrier to small firms. 

Investment incentive packages are aimed at achieving objectives 
ranging from encouraging new investments in particular industries to 
diversifying exports and to regional dispersion of growth and employment 
opportunities. Investments are stimulated in directions that the govern- 
ment deems most beneficial from a macroeconomic viewpoint. India, which 
perhaps has the biggest program and network for small industries, has 
established for small industries an elaborate organization composed of 
statutory boards to promote investments in different small industries and 
the ancillaries. These provide for industrial estate facilities, tax holidays, 
export incentives and other direct subsidies such as in transport or conces- 
sional credit. In Indonesia new investment promotion facilities such as 
import duty concessions on capital goods and raw material imports are 
available to firms, including small and medium industries, in priority 
sectors. But in most cases, these measures only protect large industries 
which are entrenched in the sectors concerned. Similarly, a minimum 
requirement also excludes small and medium industries from foreign joint 
ventures that are eligible for tax concessions. The same scale bias against 
small and medium industries plague the Philippine investment incentive 
System, because it has a similar administrative structure to spur invest- 
ment in the country. However, a recently enacted law entitles small firms 
to exemption from all taxes and gives them access to incentives without the 
paperwork and the requirement of registering in urban centers. This is 
expected to give a boost to the most needy segment ofthe small industry sector. 
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The general nature of the investment incentive system, except in 
India, should accord equal treatment to eligible firms regardless of size. 
But in practice, small and medium industries are at a disadvantage com- 
pared with large industries. First, the administrative procedures for docu- 
mentation and follow-up activities for incentives amount to a fixed cost, 
while the total value of tax concessions always varies proportionately with 
the size of the firm. Therefore, the net value of the implicit subsidy is 
substantially lower for small and medium industries. Moreover, these 
industries are likely to have less capability in financial management and 
project evaluation, making it more difficult to meet documentation and 
project feasibility prerequisites for a loan. Second, investment boards are 
almost always located in the capital city, and the travel time and expense 
can be a significant burden on small and medium indüstries that are 
located in the rural areas. Third, many types of tax concessions, e.g., 
exemption from duties on imported machinery, are inherently more valu- 
able to large than to small labor-intensive firms. Fourth, the threshold 
principle applies to some of these tax concessions. For example; new invest- 
ments may qualify for certain import duty exemptions provided they can 
show foreign exchange savings of a specified amount for a stipulated period. 


Infrastructure and the Legal and Administrative System. 
Provision of infrastructure is essential to small firms because they do not 
have the resources to put up their own or to remedy the deficiencies in such 
services that require huge capital outlays. Legal and administrative con- 
straints complicate promotional efforts and entail unnecessary expenses. 

Public expenditures, such as those for transport, power, water resour- 
ces, communication and social infrastructure, are usually concentrated in 
capital cities and the surrounding areas. The regional distribution of these 
services is very uneven, and for small and medium industries located 
outside the capital city area, the quality of infrastructure is usually much 
lower than for large industries which can cope better using their own 
resources. 

In India infrastructure needs are partly met by industrial estates set 
up by the government offering developed land at rents lower than the 
market price, along with utilities, administrative and financial infrastruc- 
ture. But efficiency studies indicate little difference between firms located 
within and outside industrial estates because superior facilities are avail- 
able to a few small firms which are no longer efficient producers. In 
Bangladesh the concentration of infrastructure development around the 
capital has caused low demand for industrial centers in outlying areas 
especially in remote districts. 

À major obstacle to the rural dispersal of industries is the centraliza- 
tion of administrative agencies taking charge of industries and matters 
pertaining to their development. This concentration of decision making in 
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capital regions, not to mention the general administrative inefficiency and 
bureaucratic red tape in the processing of documents and dispensing of 
services, causes unnecessary delay and additional expenses in terms of 
opportunity and incidental costs to the small firm. Small and medium 
industries are often not aware of all the many laws and government 
regulations affecting their business operations. For instance, taxes, licens- 
ing and registration fees and procedures for starting and running the 
business or for obtaining assistance, differ across towns and cities. This 
presents a need to coordinate these rules for better implementation and 
usefulness. 


Toward Reforms for the Development of 
Small and Medium Industries 


While small and medium industries undoubtedly play varied roles in 
different stages of a country's economic, social and political development, 
recent studies, including the study referred to in this article, seem to 
suggest that many of the small and medium industries in Asian developing 
countries are less efficient and less produétive than their larger counter- 
parts. They suffer from high mortality rates which inflict heavy costs to the 
economy. Many of them lack entrepreneurial and technical resources to 
make them successful. While support for such ventures through artificial 
incentives may make them profitable, the effort would be economically 
wasteful. Even if some of the weak industries are nevertheless considered 
Socially useful, the economic costs of supporting the social goals have to be 
made explicit and more cost-effective alternatives of serving such social 
ends need to be explored. 

While some research findings are unfavorable to small and medium 
industries, they also reveal that the unhealthy state of the sector results 
largely from a policy environment that discriminates against these in- 
dustries. The negative effects of trade, financial and fiscal policies have put 
these industries at a disadvantageous position vis-à-vis their large counter- 
parts as discussed earlier. Clearly, there should be a reorientation of public 
policies that discriminate against small and medium industries. The objec- 
tive of promotional measures should be the development of winners, and 
the environment conducive to the growth of winners would be a competitive 
market. Public policies must not remove this competitive environment, 
although they may help to sustain an infant industry, remove unfair 
competitive advantage of the adversary, and provide services or facilities 
which are legitimately in the nature of public good. The promotional 
measures must be carried out by competent business-like agencies 
managed by experts conversant with the problems of the industries and 
free from bureaucratic or political interferénces. 
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Some general conclusions may be drawn from this discussion. The first 
is the inadequacy of human resource development in terms of production, 
management, professional and entrepreneurial skills. The formal and non- 
formal education system is not geared to fully provide the instruction and 
training for the cultivation of proper managerial and worker skills. A lack 
of interaction among industry, education and government has been respon- 
sible for weak remedial measures in this respect. 

The second, related to the first, is a severe inadequacy (except in 
India) of science and technology and research and development infrastruc- 
ture for industry in general and for small and medium industries in 
particular. This also has been caused by infrequent and insufficient inter- 
action between education and research systems on the one hand, and the 
industrial structure and government policy and administration on the 
other. Choosing appropriate technologies through various means and adap- 
tation and diffusion of technology are basic to the growth of small and 
medium industries. 

The third is the absence of any coordination among the financial 
support schemes and technical assistance programs. The various assis- 
tance policies seem to operate disjointedly resulting in suboptimal results 
and creating complications and failures. 

The fourth is an extreme centralization of decision making in the 
administrative process. There is also a general non-sensitivity of ad- 
ministration to the needs of small and medium industries, partly due to the 
influential lobby of large industries which pre-empt resources. This has 
compounded the bias against small and medium industries in the im- 
plementation of assistance measures. 

There are no set rules in assisting small and medium industries, and 
policy measures and reforms of promotional schemes would vary from 
country to country. This discussion focuses on broad issues and the general 
approaches to fostering the growth of these industries. 


Human Resource Development. The human resource development 
program for a specific enterprise or industry starts with identification of 
the need and an evaluation of corresponding training as well as in-plant, 
in-industry, institutional and other facilities which can respond to iden- 
tified needs. The more generalized approach of education to vocational, 
technical and managerial skills serves only the basic purpose and is short 
in meeting the dynamic and specialized needs of unions, organizations and 
different levels of employees. This necessitates a continuous interactive 
process between the enterprise and the educational or professional institu- 
tions and a multidisciplinary curricula that is directed toward optimization 
of resource use within given constraints. In the same vein, technological 
and environmental changes demand that such human resource develop- 
ment programs be relevant and flexible. The need to expand, broaden and 
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deepen the technical entrepreneurial and managerial skills of human 
resources is more apparent in Bangladesh and Indonesia, where deficien- 
cies in skilled manpower and expert management have led to high wastages 
and underutilization of capacity. 

To create and sustain a meaningful training program, there must be 
organizational and social incentives. Training expenses on human resource 
development could be made tax deductible and as far as possible the 
facilities should be readily available. The trainers should properly be 
equipped for the lessons, and sequencing and incentive patterns need to be 
created through enlargement of professional opportunities. As large num- 
bers of institutions and programs are expected to be developed, there has 
to be a network for exchange of experience, training materials and improve- 
ment of training. This would help in evaluating the human resources 
development programs for their impact on productivity, cost reduction and 
profitability. Government budgetary support for such activities would be 
helpful, but within a reasonable time frame trade and employee associa- 
tions should increasingly be made to take over the responsibility. As the 
national policy, program and approach are developed and made responsive 
to changing needs, some institutions and plans for regional cooperation 
could be made effective. 


Development of Technological Capability. In the context of 
growth dynamics, appropriate technology is the most suitable package of 
production techniques for the related production sectors and for projects 
within a given sector.? The identification of the package should be on the 
basis of development goals, available skills and resources and the dynamics 
of production relations in the sectors over time. Linked with technology is 
the question of modernization which begins with a change in attitudes of 
the entrepreneur toward efficiency. It involves not merely replacement of 
machinery but also covers improvement in layout, production processes, 
supervision, inventory control and marketing practices.!9 

In the case of small and medium industries, their trade associations 
or cooperatives may be encouraged to develop linkages with science and 
technology or research and development institutions. However, this 
assumes the necessary technical capabilities in these institutions and the 
industries themselves and also the willingness to subsidize such an 
arrangement for a specified period. A program of investment should be 
made in higher education to produce manpower for feeder institutions and 
industry. Concomitantly, there should be revision of curricula for orienta- 


9. Economic and Social Commission for Asia and the Pacific, "Reorientation of Industrial Strategy in 
Developing Countries and Selection and Application of Appropriate Technology", Small Industry Bulletin 
for Asia and the Pacific, no. 15 (New York: United Nations, 1977). 

10. R.K. Vepa, Small Industry in the Seventies (New Delhi: Vilen Publications, 1971). 
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tion on technological change, as has been done by the Asian newly in- 
dustrializing economies. However, the government needs to effect a science 
and technology policy which puts premium on the development of small and 
medium industries and provides incentives for the adaptation of imported 
technology. Relevant policy incentives and simplification of laws for licens- 
ing and patents should also be considered. Arrangements between techni- 
cal institutions, subcontracting and information on opportunities, 
successes and failures through networking activities on a multilateral 
basis should be encouraged in the acquisition and delivery of technology. 


Infrastructure and Advisory Services. Integrated land and in- 
frastructure development influence to a great extent the development of 
the entire industrial sector. A balanced economic growth is constrained by 
the availability of resources for regional development after the necessary 
infrastructure needs are met. To maximize the benefits from limited 
resources, ii may be necessary to adopt a "growth pole" approach to 
infrastructure development. One of the effective ways of dispersing in- 
dustrial development to rural and other designated areas is the develop- 
ment of industrial estates. While the more specialized and sophisticated 
facilities of industrial estates are more suited to the larger of the small and 
medium industries, there have been successful experiments in providing 
for fledgling enterprises. Moreover, the grouping of industrial enterprises 
already creates the demand for physical and commercial services, as well 
as intermediary linkages and subcontracting activities that may well be 
undertaken by small and medium industries. 


Financial Assistance. A major constraint in the development of 
small and medium industries is inadequate credit to finance operations and 
expansion. The difficulties in obtaining institutional credit largely stem 
from a lack of collateral and the inability to comply with documentation 
requirements. Simplification of procedures and flexibility in rules govern- 
ing small borrowers would help to increase the flow of institutional funds. 
The possibility of interaction between formal and informal sources to 
increase loanable funds for small borrowers should be explored. It has been 
pointed out that low rates of interest create conditions for overcapitaliza- 
tion, high capital intensity and the diversion of credit, all of which may 
contribute to the failure of industries. There seems to be a consensus on 
charging market rates but timely or early repayment should be rewarded 
with rebate. This would lead to the creation of adequate liquidity, reducing 
dependence on external finance, or to the improvement of creditworthiness. 
The participation of commercial banks in financing the development of 
small and medium industries along with guarantee and insurance schemes 
and refinancing facilities has increased considerably. But the guarantee 
and credit insurance schemes merely shift the burden of non-payment to 
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the guarantor and reflects the banks' attitude of risk-aversion. Skillfulloan 
evaluation and credit appraisal, together with monitoring of the perfor- 
mance of the borrower to impose repayment discipline, should enhance the 
benefit of the schemes for both the lender and the industry. 


Marketing and Market Development. In a growing economy, 
marketing ensures the flow of products, services and information while 
promoting competition for general improvement and efficiency. However, 
with their presumption of a ready market, the developing countries have 
Shown less interest in marketing and distribution than in financing invest- 
ment and production. In terms of policies and programs, small and medium 
industries have paid little attention to the development of market linkages. 
For instance, large domestic markets in India provided the industries with 
a buffer under a reservation policy, but such protection has been temporary 
and has even stunted technological development and growth of firms which 
chose to remain within a specified size limit for reserved industries. The 
long-term solution lies in the dissemination of information and assistance 
in product development, quality control, standardization and cost-efficien- 
cy as dictated by the changing market. In regard to pricing, producers can 
be made more cost conscious by helping them identify opportunities to 
economize and by making them price-setters within limits of competition 
through cooperative action. 

The experiences of Japan, Republic of Korea and Singapore suggest 
that given appropriate program and policy assistance, small and medium 
industries can make substantial contributions not only to output and 
employment but also to exports. In choosing to adopt selective promotion 
of exports, developing countries may however do well to look at other forms 
of assistance rather than subsidies, which apart from entailing high costs 
to the economy also invite retaliatory measures from trading partners. It 
is important to clarify that the special support would be extended to 
qualified firms and industries only with fixed term finance for the specific 
purpose of assisting them to become competitive. 

In the four countries covered in this discussion, tax holidays have been 
given as an investment incentive, but the benefit has been marginal either 
because they are not available to small and medium industries or they are 
more accessible to larger industries. Moreover, tax holidays have been less 
effective in the regional dispersal of industries because they merely en- 
courage industries to move to the periphery of cities and thus act to extend 
the urbanized areas without bringing about a wider regional spread. Tax 
holidays should reach small firms by providing differential incentives to 
small and medium industries, especially to new entrants in priority sectors. 
Personal income may also be made tax-exempt so as to attract investors in 
high tax brackets to these industries. However, this may encourage 
horizontal expansion under the same ownership leading to concentration 
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of economie power. Excise taxes on purchases of local and imported raw 
materials and inputs could be refunded, especially in the early years of 
operation of the industries and similar taxes on their output could also be 
exempted to help them enter domestic or export markets. This would lower 
the cost and increase the supply of inputs, particularly to those industries 
having no access to industrial estate facilities and services. If the differen- 
tiations are significant enough, they appear to have a discernible promo- 
tional impact compared with tax holiday measures. 


Rationalization of Macro-policies. The important role of govern- 
ment in the development of small and medium industries cannot be under- 
estimated. It has the sole responsibility of establishing priorities and 
planning on a national scale and within the overall economic framework. 
It is charged with managing the relevant educational and training 
programs, taking trade and investment initiatives and providing the neces- 
sary physical and financial infrastructure. It has the budgetary and fiscal 
means that can channel resources toward greater efficiency. However, 
indications are that in the four countries covered in this discussion, the 
effectiveness of promotional policies has been offset by discrimination 
against small and medium industries in trade, interest rate, investment, 
foreign exchange, and financial and fiscal policies. À reform of government 
policies should redirect the focus from the microeconomic level of the firm 
to the macroeconomic level of business and the economic environment.!! 
Instead of focusing on the different concessions to be provided and proce- 
dural issues involved, greater emphasis should be placed on creating an 
environment conducive to long-term development of not only efficient but 
also viable small and medium industries. This would entail the dismantling 
of costly incentives and subsidies that encourage inefficiency and waste in 
large firms, increasing the availability of essential inputs for small and 
medium industries, and introducing a wide array of marketing options and 
possibilities. With their proven innovation and resilience, the more effi- 
cient and therefore deserving of these industries can thrive even without 
the many concessions that often impair their capability to succeed. 


11. Victor F.S. Sit, "Strategies for Small Industry Promotion in Asia", Small Industry Bulletin for Asia 
and the Pacific, no. 18 (New York: United Nations, 1982). 
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Policies in Asian Developing Countries 
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t has been increasingly recognized in recent years that industrial 

development is the best strategy that a developing country can adopt 

to achieve rapid economic progress.! It has also been recognized that 

a key to rapid industrialization can be found in a country's progress 
in technological capability. The term technology is commonly used to mean 
a collection of production techniques, know-how and skills which transform 
inputs into outputs. Thus, industrial technology is the practical application 
of technological knowledge in producing marketable goods. Technological 
capabilities include the ability to acquire (or select) imported or indigenous 
technologies, assimilate or adapt new technologies, disseminate new tech- 
nical knowledge, and improve existing production processes and develop 
new technologies through investment in research and development (R&D).? 

There are basically two sources of industrial technology. These are 
indigenous or local technologies and imported or transferred technologies. 
The Asian developing countries, particularly the newly industrializing 
economies (NIEs), have heavily depended upon the latter source of technol- 
ogy simply because imported technologies are not only cheap and easy to 
acquire but also risk-free in the sense that they have been tested and 
standardized. On the other hand, the development of indigenous tech- 
nologies is costly and risky. The enhancement of technological capabilities, 
however, requires an adequate mixture of indigenous and imported 
technologies. 


* Professor, International University of Japan. The author is grateful to A.I. Aminul Islam, R.O. Wada, 
dungsoo Lee, Y. Iwasaki, N. Hamid and H.T. Oshima for valuable comments on earlier versions of the 
article. However, the author remains responsible for the contents. 
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The purpose of this article is to compare the level of industrial 
technology capabilities of four selected countries, viz., India, Indonesia, 
Republic of Korea and Thailand, and to assess how transferred technologies 
have been selected, assimilated, diffused and improved under the different 
socioeconomic and technology policy environments of each country. 


Comparison of Industrial Technology Capabilities 


Technological capability is difficult to measure and compare among 
the different stages of economic and technological development in the 
countries covered in this discussion. The difficulty arises mainly due to 
three reasons. First, the basic technology data system is not well developed 
and, particularly for Thailand and Indonesia, the system has just started. 
Second, critical data needed for a useful technology capability assessment 
are usually in the possession of individual firms which are not willing to 
disclose them. Third, measuring and comparing technology capability in- 
volve multi-faceted issues from human software and institutional aspects 
to detailed hardware engineering specifications which may require sub- 
stantial time and money to complete.? 

Ithas been estimated that about 80 per cent of the growth of per capita 
product in the West during the century before 1960 was attributed to 
productivity growth which was largely brought about by technological 
progress. Increase in saving, investment and capacity utilization, im- 
provements in factor inputs, and more stable and efficient economic policies 
and institutions are also important factors contributing to comparative 
productivity growth. 

The most conventional method for measuring technical progress is the 
total factor productivity (TFP) approach. TFP is a measure of the change 
in gross output that cannot be explained by change in total inputs. Concep- 
tually, this unexplained residual can be regarded as a measure of technical 
change. Although the TFP approach is much more appropriate than the 
simple per capita approach, data for measuring TFP are not available in 
most of the countries under study. Even per capita income or per worker 
value-added data used in the following analysis are of dubious quality in 
some countries and also subject to various distortions such as foreign 
exchange, trade, prices, economic scale and policies. Given such deficien- 
cies, however, the per capita concept can still be a useful proxy to assess 
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and compare the overall technological level and change among the 
countries. Áccording to this indicator, the Republic of Korea has attained 
the highest overall level of technology followed by Thailand, Indonesia 
and India (see Table 1). The order does not change in terms of growth rate 
over the period examined. 

The level of industrial (manufacturing) technology measured in terms 
of per worker value added in manufacturing, however, is quite different 
from the general level of technology (see Table 2). The Republic of Korea 
has the highest level among the four countries, but India is far ahead of 
Thailand and Indonesia. It should be noted that India's figures are com- 
puted for the organized sector only due to the unavailability of data for the 
whole manufacturing sector. If we assume that increases in per worker 
value added in manufacturing represent an improvement in industrial 
technology capability, in recent years India has achieved the same high 
technological progress as the Republic of Korea, followed by Thailand and 
Indonesia. The measurements, although very simple, confirm the general 
industrial technology assessment of technology experts for these 
countries.5 

India's industrial technology level is relatively much higher than the 
level indicated by its per capita income mainly because of its technology 
accumulation in capital goods industries, such as machinery and transport 
equipment, and chemicals through its time-honored strategy of import- 
substituting industrialization. As can be seen from Table 2, among the four 
countries, India has the highest share of manufacturing value added in 
capital goods industries which include machinery, equipment and chemi- 
cals. The share was particularly high in the 1970s compared with other 
countries, reflecting India's heavy industry promotion policies. High ac- 
cumulation of industrial technologies in the capital goods sector, however, 
does not necessarily mean that they are competitive in the international 
market. 

Another important way of measuring and comparing the appropriate- 
ness of industrial technology is through the revealed comparative ad- 
vantage (RCA) index (see Table 3 for definition). The RCA index shows the 
relative competitiveness of a product or a group of products in the open 
international market. If the RCA value of a certain group of products in a 
country is greater than 1, the country possesses a comparative advantage 
in that category of products. The underlying assumption in using the RCA 
index is that if a country does not adopt appropriate technology, i.e., one 


5. See, for example, S.Y. Lo, Industrial Technology Development in the Republic of Korea, Economic Staff 
Paper, no. 27 (Manila: Asian Development Bank, July 1985); Thailand Development Research Institute, 
The Development of Thailand's Technological Capability in Industry, 5 volumes (Bangkok, March 1989); 
and Asian and Pacific Centre for Transfer of Technology, Technology Policies and Planning (Indonesia, 
Thailand, Republic of Korea and India (Bangalore, 1986). 
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Table 3: Revealed Comparative Advantage Index for 
Selected Economies and Sub-Groupings by 
Industrial Category, 1970 and 1980 





1970 1980 
A B C A B C 
India 0.70 0.05 0.03 0.50 0.06 0.04 
Indonesia 0.02 0.01 0.03 0.08 0.01 0.03 
Korea, Rep. of 5.10 0.19 0.31 4.73 116 0.48 
Thailand 0.14 0.04 0.03 1.21 0.14 0.06 
Japan | 2.36 1.80 1.06 1.15 2.16 1.29 
United States 0.55 0.66 1.88 0.60 0.59 1.58 
ASEAN? 0.09 0.05 0.04 0.45 0.06 0.16 
NIEsb 4.81 0.87 0.50 3.97 0.86 0.66 


a Includes Indonesia, Malaysia, Philippines and Thailand. 

b Includes Hong Kong; Republic of Korea; Singapore; and Taipei, China. (Taipei, China refers to the 
island of Taiwan.) 

Notes: RCA‘ = XE /Xj /Xl/X,. The ratio of exports of k commodity from i to j XË) to total exports from i 


to j (Xi) is compared with the ratio of exports ofk by the base group xk) to total exports for the 
base group (Xp). 


lI 


À = Unskilled labor-intensive goods. 
B = Human capital-intensive goods. 
C = Technology-intensive goods. 


Sources: H. Yamaguchi, H. Kakazu and R.K.B. Young, U.S. Japan Trade in a Pacific Basin Context, Research 
Series 057 (University of Hawaii, December 1988). Original sources of data are from AID-XT [Institute 
of Developing Economies trade data retrieval system based on United Nations, Commodity Trade 
Statistics, and Inspectorate General Customs, The Trade of China (Taiwan District); and United 
Nations, International Trade Statistics Yearbook (various issues). 


which can produce a better and cheaper product, it cannot compete in the 
international market. Of course, a country may still lose its competitive- 
ness even if it adopts the appropriate technology due to other factors such 
as exchange rate fluctuations, mismanagement, and political and social 
disruptions. 

Table 3 shows the computed RCA indices for three categories of 
industrial goods, namely, unskilled labor-intensive goods (A), human capi- 
tal-intensive goods (B) and technology-intensive goods (C).9 The computed 





6. H. Yamaguchi, H. Kakazu and R.K. B. Young, U.S. Japan Trade in a Pacific Basin Context, Research 
Series 057 (University of Hawaii, December 1988). 
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RCA values confirm the general assessment on industrial competitiveness 
among regions and countries. The United States has been losing its com- 
parative advantage in human capital-intensive and technology-intensive 
goods, while Japan is showing strong advantage in both categories but 
losing in labor-intensive goods. While the NIEs possess an overwhelming 
strength in labor-intensive goods, they are gradually moving up to human 
capital-intensive and technology-intensive goods. As demonstrated by In- 
donesia, the comparative advantage of the Association of Southeast Asian 
Nations (ASEAN) in industrial goods is still very weak. However, Thailand 
has revealed a stronger position than Japan in labor-intensive goods in 
1980. India's comparative advantage in labor-intensive goods, which was 
stronger than that of Thailand in 1970, weakened in 1980. The Republic of 
Korea has been advancing very rapidly from labor-intensive to human 
capital-intensive goods. 

Another basis for comparing success in building technological 
capability is to see how industrialization, pursued largely through im- 
ported technology, has absorbed labor. In many labor-abundant Asian 
countries, the pattern of industrialization has been a labor-saving instead 
of labor-absorptive one. The Figure shows how industrialization was ac- 
companied by an increase in industrial employment for the countries under 
comparison. As can be seen, the rate of industrialization—the share of 
industry in gross domestic product (GDP)—of Indonesia was as high as that 
of the Republic of Korea, while the rate of industrialization in employ- 
ment—the share of industrial employment in total employment—was 
about one-half of the Republic of Korea’s in 1980. There are also great 
disparities between the two rates for India and Thailand.’ 

The Asian NIEs, including the Republic of Korea, adopted a strategy 
of export-oriented industrialization which necessarily made use of relative- 
ly cheap labor to compete in the international market. Consequently, the 
NIEs began industrialization by importing relatively labor-intensive and 
simple technologies. In consumer products, the Republic of Korea started 
to produce and export low-technology products such as radios and black 
and white television sets in the 1960s. As these labor-intensive tech- 
nologies matured and the capital-labor ratio rose, the country shifted to 
more advanced technologies such as those used in the production of colored 
televisions, tape recorders and amplifiers in the 1970s and VTRs and 
computers in the 1980s. In the case of the Republic of Korea, the prime 
consideration for importing technologies has been the international com- 
petitiveness of these products. 





7. See H.T. Oshima, Economic Growth in Monsoon Asia: A: Comparative Survey (Tokyo: University of 
Tokyo Press, 1987), for comprehensive and systematic arguments. 
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FIGURE 
The Rate of Industrialization and Industrial Employment 


Share of Industry 
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Source: World Bank, World Development Report (various issues); and World Bank, World Tables 1988. 
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On the other hand, it is also well-known that Indonesia and India 
adopted import-substituting industrialization through various protective 
and incentive measures for domestic industries. Industries were protected 
because they could not compete in international markets. Parts, inter- 
mediate goods, machines and equipment required by import-substituting 
industries were imported from the developed countries under.a system of 
favorable exchange rates, lower import duties, and fiscal and monetary 
incentives. These imported machines and equipment were charac- 
teristically labor-saving or capital intensive, reflecting the availability of 
labor in the developed countries. Furthermore, protective measures stimu- 
lated direct investment of multinational companies and their subsidiaries 
which very often tended to use capital-intensive technologies mismatched 
with local conditions. 

A typical import-substituting industry is the car assembly industry 
whose efficiency very much depends upon technical efficiency in its produc- 
tion of machine parts. The assembly type capital-intensive industries have 
been facing serious problems because of the inability of the local industries 
to produce good quality machine parts at competitive prices. Thus, most 
foreign-owned assembly industries have to resort to the importation of 
required parts and input materials from developed countries, thereby 
creating technological dualism within the country concerned. Typical 
examples of import-substituting industries in the region are the "branch 
factories" of foreign companies, particularly the car assembly plants in 
Southeast Asian countries. Production technology and the assembly section 
are totally controlled by the parent companies. The process of import 
substitution in these countries is becoming more and more capital-inten- 
sive due to the strong influence of the technological environment of the 
parent companies in developed countries.? 


Role of Natural and Human Resources and R&D 
Expenditures in Industrial Technology Development 


Some important studies have found an inverse relationship between 
natural resource endowment and the level of industrial technology.? There 
are some convincing explanations for this relationship. 

The first is the "Dutch Disease" hypothesis which maintains that 
overconcentration on resource-based production, investment and exports, 
particularly by foreign investors, has created an adverse environment for 


8. T. Watanabe, Ajia Keizai o do toraeru ka (Contemporary Asian Economies) (Tokyo: NHK Books, 1989), 
Chapters 6 and 8. Ç; 

9. See, for example, H.B. Chenery and L. Taylor, "Development Patterns: Among Countries and Over 
Time", Review of Economics and Statistics, vol. 50, no. 4 (November 1968). 


Industrial Technology Capabilities and Policies 55 


the introduction and diffusion of industrial technology.!? In a resource- 
based economy, the technology adopted tends to be highly capital intensive 
when compared with the prevailing factor intensity. Furthermore, exports 
from the enclave mining sector push up the real exchange rate which 
discourages the introduction of appropriate technology for manufactured 
exports. Although Indonesia is not a typical enclave economy, rich mineral 
and forest resources for exports seem to have generated the Dutch Disease, 
adversely affecting its technological assimilation and improvement. In 
general, technologies used to exploit land resources are considered to be 
simple and capital intensive compared with manufacturing technologies, 
which require constant improvement to produce diversified products in 
competitive markets. Mining technologies are not only relatively capital 
intensive, they are also more difficult to be adapted to other industries due 
to their enclave nature. 

Second, India and Indonesia, relatively resource-rich countries in 
terms of the size of land and population, have been tempted to adopt more 
inward or domestic market-oriented development policies compared with 
the Republic of Korea and Thailand. India, in particular, has pursued 
import-substituting industrialization being encouraged by its large domes- 
tic market under nationalistic development strategies. There are several 
studies to show that import-substituting industrialization has discouraged 
the adoption and dissemination of industrial technologies appropriate for 
labor surplus economies such as India and Indonesia." 

The third explanation is that a resource-rich economy can sustain its 
growing population by simply exploiting or cultivating extensively its 
natural resources. Therefore, there is not much pressure or need for a 
resource-rich country to adopt new methods in order to utilize given 
resources more efficiently. 

The availability of well-educated human resources is more important 
than the availability of natural resources in industrial technology develop- 
ment. As discussed earlier, imported technologies must be fully understood 
and assimilated first in order to further improve them to eventually become 
competitive in the international market. The prerequisite for technological 
improvement is the availability of industrial engineers who can understand 
and assess the imported technologies. The quality and quantity of in- 
dustrial engineers also depend upon the level of education and industrial 
policies of each country. 





10. See W.M. Corden, "Booming Sector and Dutch Disease Economics: Survey and Consolidation", 
Oxford Economic Papers, vol. 35, no. 3 (November 1984), pp. 359-380; and W.M. Corden and J.P. Neary, 
"Booming Sector and De-industrialization in a Small Open Economy", Economic Journal, vol. 92, no. 368 
(December 1982), pp. 825—848. 

11. M. Farnsman and Kenneth King, eds., Technological Capacity in the Third World (Hong Kong: 
MacMillan, 1984). 
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For the four countries, the stage of primary education (6-11 years 
school age) has been mostly attained. To understand and assimilate 
modern labor-intensive technologies, however, it is considered that about 
50 per cent of the school age population must attain secondary levels of 
education. Of the four, the Republic of Korea is the only country which has 
a sufficient educational basis to digest and develop most foreign tech- 
nologies. The other three countries still have a long way to go to attain the 
levels of secondary education required to support technological break- 
through, although Thailand and Indonesia have been rapidly upgrading 
their educational levels. It is also considered that in order to be able to 
adopt and even export high technologies, a country needs about 30—40 per 
cent of college and university enrollment in the 20—24 years age group. The 
Republic of Korea is approaching this level. Although the level of education 
is an important factor in determining the level of technological capability 
and the degree and intensity of on-the-job training,!? various institutional 
and educational systems and industrial policy direction also greatly affect 
the technological capability of given human resources. 

It is widely recognized that in order to upgrade imported technologies, 
indigenous technologies must be developed simultaneously which will re- 
quire an increasing share of R&D expenditure. The NIEs particularly are 
compelled to spend more and more on their own technology development 
because imported technologies are becoming more costly and increasingly 
difficult to obtain from developed countries (technology suppliers) coupled 
with growing technology protectionism, particularly in highly advanced 
technology areas, on the part of suppliers. There is also a persistent feeling 
among the NIEs that they can never catch up with the developed countries 
by depending heavily on imported technologies. 

There has been a high correlation between R&D expenditure and 
technological capability.!? This is simply because a new technology, which 
depends upon R&D activities, must be developed domestically as a country 
attains technological maturity. The Republic of Korea spent about 2 per 
cent of its gross national product (GNP) for R&D activities in 1986 followed 
by Thailand (0.3 per cent) and India (0.2 per cent). Although the Korean 
R&D/GNP ratio is still less than those of the United States (2.6 per cent) 
and Japan (2.9 per cent), it more than doubled in the past six years. In 
particular, the private sector share of Korean R&D jumped from 32 per cent 
in 1980 to 74 per cent in 1986 in contrast to Thailand and Indonesia where 
R&D expenditures are mostly funded by the public sector. It should be 
noted here that R&D activities are needed in all countries to modify and 
improve imported technologies. 


12. Learning and training in the workplace is perhaps the single most important source of technology 
acquisition. See Oshima, op. cit., p. 353. 

13. S. Teitel, "Science and Technology Indicators, Country Size and Economic Development: An Inter- 
national Comparison", World Development, vol. 15, no. 9 (1987). 
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Institutional and Policy Environments 


Given natural and human resources endowments which cannot be 
changed in the short run, institutional and policy environments are con- 
sidered to be the most important determinants for the successful acquisi- 
tion, assimilation and development of transferred technologies. 

It has been argued that "the transfer of 'know-how' is nothing but the 
transfer of institutions, broadly defined as ways of doing and thinking".!4 
Institutions, in a narrower sense, are operational systems designed to 
achieve organizational objectives. In contrast to hardware technologies of 
machinery and equipment, institutions are closely related to the software 
part of the technological upgrading process which includes technology 
information and monitoring systems, R&D institutions, engineering, con- 
sulting services, manpower training, marketing, management and various 
work incentive systems. The hardware technology of machinery can be 
easily imported from one country to another in a "black box" fashion, but 
the software part of technology is very difficult to be transferred because 
it normally requires changes in organizational systems and traditional 
thinking. 

Even if institutions are transferable between countries, there is no 
guarantee that imported institutional systems will take root in a particular 
Socioeconomic environment. There has been a long debate on whether 
Japanese institutions such as management style can be successfully trans- 
ferred to Asian developing countries. As is well-documented, Japan 
ravenously imported and imitated hardware as well as some important 
software parts of Western technologies, including quality control circles, 
industrial engineering techniques and zero-defects movement, but it never 
imported its management style or entrepreneurship which played very 
important roles, particularly in the early stages of industrialization.!* 

Japan's management style is essentially based upon groupism and 
loyalty which are also deeply rooted in the Japanese culture and traditional 
way of thinking. Western software technologies were substantially 
modified in Japan to fit into the Japanese institutional setting instead of 
the other way around as frequently observed in developing countries. 
Quality control circles, for example, which were invented in the United 
States, were first systematically introduced in the Japanese automobile 
industry right before World War II. This software technology has been 
remarkably successful under the Japanese style of labor management 
system and loyalty to the firm where decision making is based on group 


14. H.T. Oshima, "On the Transferability of Institutions from Abroad: Lessons from the Japanese and 
Philippine Exprience", The Economic Journal, vol. 22, no. 1 (1983), p. 82. 

15. T. Hayashi, "Historical Background of Technology Transfer, Transformation and Development in 
Japan", Japanese Experience, no. 2 (October 1979), pp. 1—16. 
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consensus through a bottom-up process rather than the Western style of 
top-down process. Furthermore, the introduction of quality control circles 
faced less resistance from workers compared.with other techniques of modern 
cost reduction management because workers were as eager as management 
to supply customers with products of better and uniform quality. 

It is important to point out that groupism and loyalty, upon which 
Japanese institutions are built, have also been major indigenous forces for 
keen competition among groups and technological advancement. These 
institutional forces competing with each other have been intensified by 
good management practices and industrial policies. Here may be seen a 
classical case of Kuznet's hypothesis that the interplay of institutions, 
technologies and policies underlies the economic growth of nations.!9 
Oshima asserts that the success of technology transfer depends almost 
entirely on institutional transfers since these new technologies usually 
require new ways of working.!? 

The question to ask is whether such institutions conducive to tech- 
nological advancement and economic growth are internationally trans- 
ferable. Oshima concludes that "some institutions are transferable, 
especially those which are not based on certain unique cultural traits of 
the transferor, while others are not or could be transferred only with 
drastic modifications".18 This will suggest that technology transfer and 
assimilation between similar institutional settings will be less expensive 
and more successful than otherwise. 

Among the four countries, the Republic of Korea has the closest 
geographical, cultural and educational proximity to Japan. Therefore, 
it will be natural for it to import Japanese technologies for rapid economic 
development. In fact, Japan took the lion's share of technology transfer to 
the Republic of Korea with 51.7 per cent of the total case followed by the 
United States (24.9 per cent), Federal Republic of Germany (5.6 per cent) 
and France (4.5 per cent) during 1982-1987 (see Table 4). Despite some 
differences in management styles such as Japanese groupism and bottom- 
up decision making versus Korean individualistic dynamism and top-down 
decision making, Koreans have successfully adapted to the Japanese sys- 
tems in their own way. The top-down decision-making system was probably 
necessary to catch up with the advanced technologies in a short period of 
time in a less expensive manner. Through economic expansion, the 
Republic of Korea has heavily invested to strengthen its institutional 
capability to absorb foreign technologies. 

The Republic of Korea also patterned its technology importation 
policies after Japan which further strengthened institutional technology 


16. Kuznets, op. cit., Chapter VII. 
17. Oshima, op. cit., p. 83. 
18. Ibid., p. 84. 
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capabilities. One important strategy was to carefully select, stage and 
digest imported technologies according to its level of technological develop- 
ment. The strategy has been clearly observed in the development of the 
automobile industry. The Republic of Korea started assembling 
automobiles in the early 1960s under a knock-down system of technical 
cooperation with Japanese major automobile manufacturers. Even at this 
early stage of development, the car assemblers took the initiative in 
management under well-guarded government promotion policies. Neces- 
sary techologies were imported mainly through joint ventures and licensing 
agreements with foreign ownership of less than 50 per cent. 

After technological accumulation, Hyundai Motors was established 
under the government's long-term promotion policy for the automobile 
industry which was clearly targeted as one of the most important import- 
substituting industries. Even in the late 1970s, when the import substitu- 
tion phase was successfully completed with production capacity of more 
than 350,000 units per day, there was a strong argument within the 
government that only one automobile maker could be viable in a highly 
competitive market. However, in the 1980s three car makers competed with 
each other for better technology and lower cost, enabling them to compete 
successfully in the international export market. As the automobile industry 
acquired competitive strength, the government gradually removed various 
protective measures enjoyed by the industry. 

As in Japan, the case of the Korean automobile industry is a classical 
example of the infant industry promotion. The development was selected, 
well-staged, financed and promoted until the industry could succeed in a 
competitive market. Technology acquisitions and adaptation were also 
carefully staged and selected from importing labor-intensive, sometime 
secondhand machines, to domestic production of parts and machinery. 

Thailand has generally maintained a fairly stable socioeconomic en- 
vironment. In particular, educational and economic institutions have been 
remarkably improved in recent years, being supported by hardworking 
peasants, diligent Thai-Chinese entrepreneurs and market-oriented 
government policies. Thailand was also relatively free from colonial legacies 
such as landed oligarchies, luxurious indulgences, authoritarian decision 
making, and extensive nepotism and corruption which contributed sig- 
nificantly to its success in providing a conducive institutional framework. 

An interesting comparative survey of labor management in the opera- 
tion division of a thermal power station during 1965—1970 indicates that 
Thailand and Japan possess elements of common characteristics in inter- 
personal relations, intergrade wage differentials, wage determination 
criteria and promotion selection criteria which are distinctly different from 
that of India, Pakistan and Malaysia. These differences can be largely 
attributable to homogenous and the non-colonial legacy of Thailand and 
Japan compared with the imprint of colonialism and cultural and social 
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diversity ofthe other three countries.!? The absence of institutionalrigidity 
helped Thailand shift its disastrous import-substitution policies in the 
1960s to export-oriented policies in the 1970s. Government policies were 
directed toward strengthening peasant agriculture which was the engine 
for export growth and the major source of finance for labor-intensive 
industries. 

As regards technology, Thailand pursued laissez faire policy until 
quite recently. Firms were free to import almost any kind of technology. 
Although technology importers are required to report to the Bank of 
Thailand for the approval of foreign exchange remittances, the Bank has 
no authority and mechanism to screen the transferable technologies. Some 
Thai technology experts point out that Thailand's indigenous technological 
capability has progressed very slowly because of this non-intervention style 
of technology import policies.2° However, it is also true that the liberal 
technology policy has contributed to the rapid industrialization of Thailand 
through the exploitation of its static comparative advantage. 

Foreign investment through joint ventures has been a major type of 
Thailand's technology acquisition, and Japan has been the most important 
technology supplier to Thailand followed by the United States (see Table 5). 
Compared with the United States, Japanese technologies are concentrated 
in labor-intensive industries such as food, textiles, light electrical machin- 
ery and appliances, and transport equipment.?! Although Japanese tech- 
nologies are said to be more suited to local conditions than that of the 
United States, Japanese management styles, along with the language 
problem, have been more frequently regarded the cause of concealing 
important technology and offering inappropriate training programs.?? 
Since its Fifth National Social and Economic Development Plan (1982- 
1986), the government has clearly shifted from laissez faire imported 
technology policies to the development of indigenous technologies. 

India has built a wide array of institutions to support the development 
and diffusion of industrial technologies since its independence. It has 
virtually all basic, applied, hardware and software and R&D institutions 
one can find in any large industrialized country. Some of these institutions 
have achieved world-class standards. Nevertheless, there has been increas- 
ing recognition among technology experts that these institutions have 





19. S. Shibata, A Cross-National Comparison of Labor Management with Reference to Technology 
Transfer, Occasional Papers Series, no. 11 (Tokyo: Institute of Developing Economies), pp. 145-147. 
20. N. Khanthachai et al., Effective Mechanisms for the Enhancement of Technology and Skills in 
Thailand (Institute of Southeast Asian Studies, 1987). 

21. M. Santikarn, Technology Imported Through Contractual Arrangements: A Case Study of Thailand 
(Bangkok: Economic and Social Commission for Asia and the Pacific, August 1983). 

22. Khanthachai et al., op. cit., p. 26 
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failed to improve industrial technology capability on the commercial pro- 
duction level.?3 

It is interesting to note that India is probably the largest and, some- 
times, most sophisticated industrial technology exporter in the developing 
countries, but its value of manufactured exports is well below that of the 
Republic of Korea and other NIEs. The divergence between R&D capability 
and its commercialization can be found in India's rigid and highly regulated 
institutional setting. Most of these institutions are virtually financed and 
controlled by the public sector without any effective linkage with the 
private production sector. The dominant role played by the public sector 
not only generated highly inefficient bureaucratic and monopolistic ele- 
ments in the whole economy but also accompanied various protective and 
restrictive measures which prevented the Indian private sector from com- 
peting in international markets. 

The Indian government adopted a progressively more restrictive 
policy cf technology imports from the mid-1960s due mainly to foreign 
exchange constraints. The Foreign Exchange Regulation Act (FERA), for 
example, strictly controls the kind of technology to be imported, royalty 
payments on them and the period of a technology contract. In addition to 
these regulations, cumbersome and costly procedures, involving several 
ministries, are required to get approval of needed technology imports. 
Although the government has been easing institutional rigidities through 
deregulation and streamlining complicated procedures, India is still re- 
garded as one of the highly protected economies in Asia. "The Indian case 
vividly illustrates how technological effort can lead to advanced capa- 
bilities, yet these capabilities can be misdirected and remain unexploited 
in a regime which is highly inward-oriented and interventionist".?4 

Indonesia probably has the least developed institutional capability of 
industrial technology among the four countries due to several cultural, 
historical and policy factors. The diversified geography with more than 
6,000 inhabited islands and 2,000 ethno-cultural groups has created 
serious problems of institutional development in education, communica- 
tion, administration and information. The sociopolitical institutions built 
during three and a half centuries of Dutch colonial rule also have profound 
influence on institutional settings. "Today at the secondary level, the 
Indonesian school system remains significantly oriented to the general 
pattern of the ‘Nederlandsch Indie’ educational system. These pre-colonial 
and colonial antecedents have resulted in continued competition between 


23. See S. Lall, "India's Technological Capacity: Effects of Trade, Industrial, Science and Technology 
Policies", in Technological Capability in the Third World, ed. M. Farnsman and Kenneth King (Hong 
Kong: MacMillan, 1984), pp. 225—243. 

24. S.Lall, Learning to Industrialize: The Acquisition of Technological Capability by India (Hong Kong: 
MacMillan, 1987), p. 233. 
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the Islamic and secular education systems'".?9 These cultural-historical 
factors, which have worked adversely on the dissemination of modern 
industrial technologies, have been compounded by political instability and 
sometimes inconsistent policies of industrialization particularly in the 
1960s and 1970s. 

In contrast to India, the Indonesian government has given top priority 
to the exploitation and development of its abundant natural resources. 
Agriculture was given first priority in order to feed its growing population, 
and the exploitation of mining resources was necessary to earn foreign 
exchange to finance industrialization efforts. Thus, the rate of Indonesian 
industrialization was below that of the mean value of all low-income 
countries in the 1970s. 

It was natural for Indonesia to make use of its comparatively well-en- 
dowed natural resources. It was also understandable for a young yet large 
independent country such as Indonesia to pursue an import-substituting 
type of industrialization utilizing its own resources. A major drive for 
Indonesian industrialization, however, was carried out by public enter- 
prises under a highly centralized administrative system. Naturally, capi- 
tal-intensive infant industries were heavily protected and promoted by 
means of high tariffs, import quotas, cumbersome administrative proce- 
dures, local content requirements and various subsidies. This inward-look- 
ing, capital-intensive industrialization, which was pursued at the cost of 
developing small-scale and labor-intensive industries, was sustainable 
under the increasing export earnings of natural resource products such as 
oil, gas and lumber. 

The global recession triggered by the second oil shock in the early 
1980s forced the government to abandon its costly import-substitution 
strategy in favor of labor-absorptive and export-oriented strategies. Al- 
though the government’s policy reforms and deregulation measures along 
with these new development strategies are realizing favorable results, it 
will take some time to dismantle the inefficient regime of cumbersome 
regulations and interventions, 

Indonesia’s industrial technology capability could be much higher if 
the country had adopted technologies that would have exploited its relative- 
ly abundant human resources. The Indonesian lesson indicates that im- 
ported technologies can never be assimilated and further improved unless 
they are used through a learning-by-doing process, that is, to mobilize 
human resources most efficiently. As far as industrial development is 
concerned, it was fortunate for Japan and the Republic of Korea that they 
had not much choice but to make full use of their human resources. Their 


25. E.M. Pernia, and D.N. Wilson, Education and Labor Markets in Indonesia: A Sector Study, Economic 
Staff Paper, no. 45 (Asian Development Bank, September 1989), p. 6. 
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policies, regardless of whether these were import substitution or export 
promotion, were carefully targeted to improve the quality of human resour- 
ces through conscious and continuous efforts of technological adaptation 
and improvement. 


Modes and Sources of Technology Transfer 


There are several modes of technology transfer and these include 
(i) purchases of capital goods, (ii) foreign direct investment, (iii) licensing 
agreements, (iv) turnkey projects, and (v) technical assistance and coopera- 
tion. Depending upon each country's technological needs, capabilities and 
market conditions, the successful modes of technology transfer could be 
different. For example, in the early years of industrialization, Japan 
acquired technological capabilities mainly through licensing, turnkey proj- 
ects and reverse engineering of imported: goods supported by overseas 
on-the-job training, and studying of foreign technical literature.?6 In the 
case of the Republic of Korea, turnkey plants and machinery imports have 
been the most important modes of technology transfer, while licensing 
agreements and foreign direct investment played a minor role.?" For coun- 
tries such as Singapore and Thailand, foreign direct investment appears 
to have played a more important role thàn other modes of technology 
transfer. India and Indonesia have relied more on licensing and technical 
agreements than other countries. 

Embodied technology transfer through capital goods imports will be 
the most important source of technology andithe cheapest way of technology 
acquisition for any Asian developing country. Japan initially acquired 
foreign technologies by reversing the engineering process, that is, disas- 
sembling and reassembling imported machinery. This mode of technology 
acquisition, of course, requires established engineering capabilities. 
Licensing agreements are the most effective way to suit local needs and 
conditions. However, this mode of technology transfer is costly and involves 
a process that is more complex and time consuming than other modes. 
Turnkey projects are the easiest way to establish new factories. But this 
mode rarely transfers needed technologies unless the recipient makes 
conscious efforts to acquire them. 

Foreign direct investment, particularly in the form of joint venture, 
has increasingly been an important mode of technology acquisition in most 
Asian developing countries in recent years. À country acquires not only 


26. S. Urata, The Impact of Imported Technologies on Japan's Economic Development in 1950s and 1960s 
(Honolulu: East-West Center, April 1987). 
27. Dahlman, op. cit. 
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needed capital and hardware technology through foreign direct investment 
but also acquires software managerial skills and marketing know-how. A 
sharp increase in the share of foreign direct investment in net capital 
inflows in the Republic of Korea and Thailand may partly explain their 
rapid acquisition of industrial technology capability and economic growth 
(see Table 6). There is no doubt that foreign direct investment has played 
an important role in technology acquisition and assimilation despite some 
- important criticism against this vehicle of foreign technology transfer such 
as the creation of an enclave industrial structure, particularly when invest- 
ments are made in a free trade zone with a highly capital-intensive system 
of production, control of local industries and market by foreign capital, 
exploitation of natural resources, and reluctance on the part of foreign 
investors to transfer core technology and management skills. 

Foreign direct investment, however, plays a more important role than 
directly transferring needed technology and capital. This is the role to 
stimulate local firms in technology acquisition and improvement through 
competition. The Republic of Korea's experience indicates that the tech- 
nological level of joint ventures are initially higher than that of local firms 
but the rate of technological improvement of local firms is generally higher 
than the joint ventures, due mainly to the aggressive management strategy 
of the former to catch up with and compete with the latter in the domestic 
as well as international markets.?8 

It is widely believed that modes of technology acquisition per se are 
not so important since any hardware industrial technology and related 
information can be easily imported. What is important is to identify the 
elements of technology that are missing in a country and how these should 
be acquired to match with local technological conditions and indigenous 
capability to undertake reverse engineering tasks, that is, the ability to 
master embodied technology through informal information and operation 
of machinery and equipment. This indicates that imported technologies 
must be constantly assessed and selected before they are acquired. 

One way to determine the source of technology acquisition is to 
identify the sources of merchandise imports and foreign direct investment 
by country (see Tables 7 and 8). As expected, the Republic of Korea has 
received 36 per cent of its imports and 47 per cent of its foreign direct 
investment from Japan in 1987. Indonesia and Thailand have also been 
increasingly depending on Japanese technologies through imports and 
foreign direct investment. Although India has been increasing its imports 
and foreign direct investment from Japan in recent years, the shares are 
still about 10 per cent compared with about 30 per cent from the European 


28. See J. Lee, "Technology Acquisition Under Alternative Arrangements with Transnational Corpora- 
tions: Selected Industrial Case Studies in the Republic of Korea", in Technology Transfer Under 
Alternative Arrangement with Transnational Corporations (Bangkok: ESCAP/UNCTC, 1987). 
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Table 8: Share of Foreign Direct Investment of Selected 
Countries from the United States and Japan 
(Percentages) 


1983 1984 1985 1986 1987 1983-1987 





India 
United States 22.4 7.9 31.7 27.5 27.4 23.6 
Japan 26.0 5.4 12.4 5.2 6.4 9.8 
Indonesia 
United States 20.4 8.4 16.5 18.6 5.0 14.7 
Japan 19.0 10.0 14.8 39.8 36.5 23.1 


Korea, Rep. of 


United States 20:1 45.8 20.3 35.4 24.1 27.9 

Japan 62.4 39.0 68.3 38.9 46.6 50.4 
Thailand 

United States 28.1 11.9 39.0 4.5 7.0 12.5 

Japan 17.1 36.8 8.9 58.4 43.0 38.1 


Sources: India: Indian Investment Center; Indonesia: BKPM; Thailand: Board of Investments; and 
Republic of Korea: Ministry of Finance. 


Economic Community. This suggests that India's imported technologies 
largely come from Western countries. 

These figures fairly correspond to technology imports on contractual 
basis in the cases of the Republic of Korea and Thailand where such data 
are available (see Tables 4 and 5). Japan, for example, accounted for 52 per 
cent and 36 per cent of the Republic of Korea's and Thailand's technology 
imports on contractual basis during 1982-1987 and 1981, respectively, 
while Japan's foreign direct investment in these two countries accounted 
for 50 per cent and 38 per cent, respectively, during 1983-1987. Although 
technology import data by country are not available, Indonesia has been 
receiving more than 30 per cent of its technologies from Japan according 
to the Agency for the Assessment and Application of Technology (BPPT). 
The impact of foreign direct investment on India's technology acquisition 
will be the smallest among the four countries because it accounts for only 
3 per cent of India's net capital inflows in the 1980s (see Table 6). Foreign 
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direct investment, however, increased by 25 times in the past decade and 
the number of foreign technical collaborations also increased considerably. 
It is safe to say that India has obtained its technological needs pre- 
dominantly from the United States and European countries. 

It has been argued for many years that source of technology acquisi- 
tion is às important as the mode of technology acquisition. It has been 
argued that Japanese technologies are more suitable to the needs and 
conditions of Southeast Asian countries because they are less capital 
intensive, smaller in scale and easier to assimilate than technologies from 
the United States and European countries.?? It is still controversial, how- 
ever, whether foreign direct investment from the United States is more 
capital intensive than that of Japan, but it is true that many Asian 
developing countries have been adopting the Japanese style of manage- 
ment which definitely influences the sources of technology acquisition.®° 

Apart from the appropriateness of imported technologies to fit into 
particular institutional settings discussed earlier, the cost of technology 
acquisition has been a major concern for Asian developing countries. 
Although a comparative study is not available on the cost side of technology 
acquisition, a study on Thailand indicates that technology importers most- 
ly pay less than 5 per cent of net sales as technology fees. According to this 
study, Japanese technologies were cheaper than those of the United States 
and European countries not only because of the lower level of technologies 
that Japan supplied compared with the Western suppliers but also because 
of the difference in technology sales practice between the suppliers.?! 
Japanese firms, for example, tend to tie software technologies with 
hardware exports. 

It should also be noted that the modification of technology is a costly 
and risky venture. Thus, many Asian developing countries tend to adopt 
advanced foreign technologies without any effort to modify them to fit in 
with the local needs. At the same time, technology suppliers have no 
interest in modifying their technologies to match local conditions. Instead, 
these suppliers quite often impose restrictive clauses such as prohibiting 
the export of goods manufactured with the licensed technologies and pre- 
venting even technology users from modifying them without prior consent. 
Such practices in technology transfer have been more common for advanced 
technologies than the standardized ones, thereby creating a serious tech- 
nology mismatch problem. 


29. See K. Kojima, "Japanese and American Direct Investment in Asia: A Comparative Analysis", 
Hitotsubashi Journal of Economics, vol. 26, pp. 1-35. 

30. See, for example, P. Phongpaichit, "Decision-Making on Overseas Direct Investment by Japanese 
Small and Medium Industries in ASEAN and the Asian NICs", ASEAN Economic Bulletin, vol. 4, no. 3 
(March 1988). 

31. Santikarn, op. cit., pp. 43-46. 
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Industrial Technology Issues of the Four Countries 


As discussed earlier, a rapid advancement of Korean technological 
capability has been brought about by the virtuous interplay between 
institutional development and industrial policies under expanding world 
trade which has been supported by the General Agreement on Tariffs and 
Trade and International Monetary Fund regimes. However, as Korean 
technological levels catch up with those of developed countries, the factors 
which have contributed to the country's rapid technological transformation 
are gradually losing strength. 

First, labor-intensive standardized technologies, which became an 
engine of the Korean export drive, have already reached maturity. These 
technologies could be easily imported, adapted, disseminated and 
marketed. The country is now entering a higher technology stage which 
will require more costly R&D activities with higher risk than before for the 
development of better products. Despite the importance of R&D activities, 
the Republic of Korea's relative dependence on foreign technology has been 
increasing in recent years. Second, as the Republic of Korea advances into 
a higher stage of technology, competition with developed countries will 
naturally become keen. As is already happening, this will not only make it 
more difficult for it to acquire necessary technology, but "high" technology 
products will face keen competition as well as protectionist backlash in the 
international market. This means that the Republic of Korea cannot simply 
follow an "old" successful strategy of "adapt and export'. Third, a more 
formidable task for further development of Korean industrial technology is 
the transformation of its management style, including labor-management 
relations. The decision-making process must be changed from top-down to 
bottom-up to reflect growing industrial democracy. This transformation is 
also needed to stabilize the rather hostile labor-management relations. 

As the Korean industrial structure becomes larger and more ad- 
vanced, it needs to be supported by well-developed satellite (or ancillary) 
industries similar to that of Japan. In particular, the development of parts 
industries needs to be promoted. At the same time, the country needs to 
strengthen its industrial structure through discarding labor-intensive 
obsolete technologies which have already lost their comparative advantage 
in the international market. These labor-intensive technologies can be 
transferred to other less-developed countries which will help accelerate the 
adjustment of the Korean industrial structure to the more advanced level. 
The Republic of Korea has been transferring self-developed technologies 
particularly in the areas of pulp, paper manufacturing, electricity, 
electronics and machinery as Korean technologies are considered to be 
more fitted to less-developed countries than those of developed countries 
in terms of cost and factor intensity. 

India has successfully developed indigenous technological capability 
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to the extent that these technologies are exported. However, its industrial 
products are far from competitive in the international market. The gap 
between indigenous technological capability and product competitiveness 
is a puzzling yet immediate issue to be addressed. To solve this dilemma, 
India's major R&D institutions, particularly those under the Council of 
Scientific and Industrial Research (CSIR), need to be reoriented toward 
more commercial application of basic technologies through active interac- 
tions with the private industrial sector. Indigenous technological capability 
can only be strengthened through competitive use of technologies. Thus, 
drastic policy reforms to create more open, competitive environments are 
required to stimulate rapid technological upgrading. 

As far as technology acquisition and assimilation are concerned, 
Indonesia can learn much from the Korean and Indian experiences. The 
Korean lessons indicate that technology can be upgraded only through 
conscious and steady efforts to improve available technologies, and that the 
most effective way to achieve such constant progress is through interaction 
with a competitive market. Although Indonesia has been adopting more 
market-oriented strategies in recent years, it will still take a long time to 
dismantle institutional and policy-induced obstacles for a smooth tech- 
nological transformation. 

Indonesia also can learn from India where small-scale indigenous 
technologies are well developed under highly selective technology import 
policies. Despite the predominant weight of small-scale and cottage in- 
dustries, Indonesia lags far behind in the development of small-scale and 
labor-intensive technologies mainly due to the heavily biased development 
strategies toward resource-oriented, large-scale heavy industries. The 
Korean experience also indicates that technologies are best learnt by 
workers in the workplace. Indonesia has abundant human resources which 
have been neglected in favor of the development of its rich natural resour- 
ces. The strategy for technological upgrading should be based on the 
development of skills. 

Not only has Indonesia failed to develop coherent technology policies, 
but it has also failed to formulate consistent industrial policies. Despite 
highly regulated and self-reliant industrial policies, it has, unlike India, 
relied heavily on imported technology. The transferred technologies, par- 
ticularly in the 1960s and 1970s, were mostly resource-based, capital-in- 
tensive ones which were not suited to local conditions. Thus, despite the 
development objective of equitable income distribution, underutilization of 
industrial capacity and the resulting industrial unemployment have been 
constant problems for policymakers. 

The Indonesian strategy of resource-based development has also 
failed to achieve its objectives. As discussed earlier, very few technologies 
that were used to exploit natural resources were transferred to the rest of 
the economy, and the development of resource-based industries such as 
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fertilizer, cement and paper was heavily protected at the cost of more 
competitive, labor-intensive industries. Many studies indicate that an 
undue emphasis on industrial linkages between lower stream industries 
and upstream resource-based industries will penalize the former through 
the cost-cascading effect.3? Specifically, the lower stream industries have 
to buy more costly inputs from the highly protected domestic producers 
than they can procure in the international market. 

Thailand critically depends upon imported technologies mainly from 
Japan and the United States. This is not a problem in itself. Technology 
specialists, however, strongly believe that the development of indigenous 
technological capability is absolutely necessary to absorb and make further 
use of transferred technology. Indigenous or innovative capability largely 
depends upon expenditure on R&D at the firm level which is still very low 
compared with its neighboring NIEs.9? 

Thailand has now started to formulate active tachnológy policies and 
strategies. It is quite in contrast to the Republic of Korea where in- 
dustrialization has been pursued through well-staged, selected and yet 
highly pragmatic technology strategies. The laissez-faire type of technol- 
ogy import policy, however, has been seriously questioned in recent years. 
As the Thai economy transforms itself from being agriculture-based, the 
development of indigenous technological capability, which can never be 
improved without conscious and aggressive technology strategies, will 
become a serious concern. Other important issues are a dearth of technical 
personnel at various levels, lack of technology information systems and 
inadequate supportive technical services. The lack of industrial linkages, 
e.g., lack of component industries, attitudes of entrepreneurs toward the 
use of technology, structure of the tax incentive system for innovative 
investment, and bureaucratic regulations are also major problems. Unless 
these are adequately addressed, many technology experts argue that 
Thailand's rapid economic progress will be short-lived. 


Summary and Conclusions 


It is considered that technology transfer is the easiest and cheapest 
way to exploit the technological capabilities of Asian developing 
countries, particularly in the early years of industrial development. For 
technology transfer to be successful, however, some basic conditions 
must be met: (i) there must be firm technological plans, policies and 
strategies; (ii) transferred technology must be fitted into the socioeconomic 
environment of a country; (iii) there must be an open, competitive and 


32. See Oshima, op. cit., Chapter 7, pp. 199—234. 
83. See Thailand Development Research Institute, op. cit. 


Industrial Technology Capabilities and Policies 75 


flexible economic system; (iv) there must be adequate support facilities 
such as R&D institutions, information and monitoring systems; and 
(v) there must be a pool of adequate skilled manpower. The last condition 
should be particularly emphasized here. If we look back at industrial 
history, it was the people and their skills in using technology which 
determined the success or failure in economic progress. The recent Asian 
Productivity Organization's (APO) case studies also found that the major 
constraint to the digestion of new technologies was a shortage of skilled 
and technical manpower.*4 There was a consensus of opinion that the 
deficiency most commonly experienced is in the middle layer of technically 
trained personnel who are responsible for the supervision and operation 
and maintenance of plant and equipment. It was also recognized that one 
important requirement for a successful technology transfer and adaptation 
is to have the best qualified engineers who can assess the level of tech- 
nologies in their businesses. 

Industrial technology possesses seemingly conflicting properties, i.e., 
a public goods aspect such as basic R&D on the one hand and a highly 
proprietary aspect as in highly advanced technology on the other. It has 
been found that information on basic and standardized technologies is 
readily and cheaply available even to the least developed countries. How- 
ever, technology information and assessment from the standpoints of com- 
mercialization and improvements of available technologies are almost 
totally lacking in most Asian developing countries. The establishment of a 
regional technology network system will no doubt accelerate technological 
capabilities and industrial development in these countries. This is an area 
where private sector efforts should be supported and coordinated jointly by 
the public sector and regional development organizations. 

A wide range of opportunities can be seized by small-scale, labor-in- 
tensive industries. It is particularly so in the Asian region where horizontal 
division of labor through trade and joint-venture projects has been increas- 
ing sharply in recent years.?9 For example, development of parts manufac- 
turing technologies is most promising. It has been said that production of 
low-cost parts is inefficient in most Asian developing countries due to the 
small market size in each individual country. However, the latest venture 
by Japanese automakers in Southeast Asia suggests that the problem can 
be minimized through the production of specialized components at factories 
in several countries for use in a single, shared final product.?6 For example, 
Mitsubishi already exports to Thailand transmission parts from the Philip- 


34. APO News, December 1986. : 

35. See, for example, R. Wakasugi, "Technological Innovation in the Asia-Pacific Region: Facts and 
Economic Interpretations" (Paper presented at the Tokyo Conference on Global Adjustment and the 
Future of Asian-Pacific Economy, 11—13 May 1989, Tokyo, Japan). 

36. See The Japan Economic Journal, 24 June 1989. 
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pines and doors from Malaysia. Its Thai plant procures aluminum wheels 
from Australia, while the Australian factory buys stamped parts models 
from Thailand. 

There exists a large technological gap not only between the developed 
countries and the Asian developing countries but also among these coun- 
tries. As has been pointed out earlier, it is time to seriously consider how 
technological capabilities accumulated within the Asian developing 
countries should be transferred to the countries in need. For example, 
Korean technologies are said to be more appropriate than those of the 
United States and Japan in meeting the needs and conditions of other Asian 
developing countries, particularly those of labor-surplus countries. This is 
because Korean technologies are considered to be more labor intensive and 
of smaller operational scale than those of the United States and Japan. The 
Republic of Korea's experience in technology acquisition and assimilation 
will also be learnt by many Asian developing countries. 

The Republic of Korea has successfully exported its technologies to 
Southeast Asia and the Middle East since the late 1970s.?" If the industrial 
or technological catch-up process follows the much discussed "flying geese" 
pattern of development, with the United States and Japan leading the way 
followed by the NIEs, ASEAN and South Asian countries, it is essential to 
establish a regional mechanism which will facilitate the division of labor 
in transferring appropriate technologies.9? Japanese technologies, for ex- 
ample, may be modified to fit into the needs of the NIEs. Technologies 
modified or developed in the NIEs, in turn, may be modified to suit the 
needs of ASEAN and South Asian countries. Technology transfer cannot 
be left entirely to the private sector because technology generates enor- 
mous externalities which must be minimized if they are diseconomies, or 
maximized if they are beneficial to the whole economy. To avoid technologi- 
cal mismatch and to facilitate technologically latecomer countries to catch 
up with the new technologies, regional coordination and promotion of 
technology transfer are urgently needed. 

Finally, it should be underscored that the technological capabilities of 
Asian developing countries can only be upgraded through the conscious 
efforts of policymakers and technology users under a competitive regime of 
R&D activities, investment, production, trade and planning. Both indige- - 
nous technological efforts and technology import policies must constantly 
be evaluated based on the main criterion of competitiveness. 


37. Un-suh Park, "Korea's Exports Technology and Plants: Current Status and Future Prospects", in 
International Workshop on Technology Transfer Among Developing Countries (Seoul: Korea Institute for 
Economics and Technology, 1987), pp. 3-30. 

38. Foran excellent application of this model to the manufactured trade in the Asian region, see 
T. Watanabe and H. Kajiwara, "Pacific Manufactured Trade and Japan's Option", The Developing 
Economies, vol. 21 (December 1983), pp. 313-339. 





Foreign Capital and 
Asian Economic Growth 
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he role of foreign capital in economic growth is controversial. 

Neither the theoretical arguments nor empirical evidence is clear- 

cut or conclusive. In the early 1960s a group of economists had 

argued that foreign capital inflows invariably had a favorable 
effect on economic efficiency and growth.! In the early 1970s the assump- 
tions and findings of this group were challenged by the "displacement 
theorists" who argued that foreign capital could be immiserizing.? Recent 
developments and experiences in Asian developing countries have war- 
ranted a further consideration of this issue. First, the recent accumulation 
of external debt in these countries is emerging as a potential constraint on 
economic development. Second, the rapid increase of intraregional invest- 
ment in Asia in recent years has renewed interest on the contribution of 
foreign inflows to economic growth. Third, the external debt crisis has made 
the transition for developing countries from recipients of aid to market- 
oriented private flows more difficult as access to voluntary private financ- 
ing has been curtailed, and official aid, from both multilateral and bilateral 
Sources, is once again becoming the major element in the transfer of foreign 
resources to developing countries. 
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This article has two major objectives. The first is to examine trends 
in foreign capital resources in the Asian developing countries and to assess 
their contribution to economic growth and impact on economic efficiency. 
Also, many of these countries are expected to continue experiencing foreign 
exchange constraints in the foreseeable future and the prospects of in- 
creased official assistance are not very promising. The second objective is 
therefore to consider measures that might be adopted by the countries 
concerned to sustain inflows of market-oriented private capital and re- 
adjust their portfolio of foreign assets and liabilities to optimize their 
preference function, including the reduction of external indebtedness. Par- 
ticular attention is given to the possibility of using alternative modalities 
of financing, including new instruments that have been developed in the 
international financial markets. 

This article first provides a brief survey of foreign capital inflows to 
the Asian developing countries during 1970-1988. It then assesses the role 
of foreign capital in Asian economic growth and discusses the alternatives 
to syndicated bank lending and their respective attributes. Finally, it 
summarizes the findings and outlines the policy implications. 


Trends in Foreign Capital Inflows 


Intercountry comparisons of financial flows are hampered by limita- 
tions of statistics, including the differences in coverage and data collection. 
Nevertheless, the commonly used sources of data for such comparisons are 
the International Monetary Fund (IMF) and Organisation for Economic Co- 
operation and Development (OECD). While the IMF series is based on 
balance-of-payments statistics obtained from recipient countries, the 
OECD presents data reported by selected source countries, namely, mem- 
bers of the Development Assistance Committee and Organization of 
Petroleum Exporting Countries. The two data series are quite different. In 
this article, however, the OECD data series is used primarily because it is 
more comprehensive and provides a finer breakdown of foreign inflows, 
including a breakdown by source.? 

The data in Figure 1 indicate that net foreign capital inflows to Asian 
developing countries as a group rose to a peak of $21.3 billion in 1981, then 
fell slowly to $11.5 billion in 1985. This was due to a reduction in all types 





3. OECD data are published in the annual surveys of Financing and External Debt of Developing 
Countries and. Geographical Distribution of Financial Flows to Developing Countries. While data in the 
former publication are generally more comprehensive, being based upon intra-year comparisons of stock 
` of outstanding debt, these are quite aggregative: This article, therefore, uses primarily data from the 
latter source. . 
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of private flows especially foreign direct investment and export credit; 
foreign portfolio investment, which includes bank lending, fell by a lesser 
extent. Foreign direct investment fell sharply in 1985 because of significant 
outflows in that year from Hong Kong and the Philippines. Since 1985 
foreign financial flows have increased, reaching $22.1 billion in 1988, 
primarily on account of increased foreign direct investment. The recovery 
is particularly impressive because in recent years financial flows to other 
developing countries declined and several of the newly industrializing 
economies (NIEs) prepaid a substantial amount of their external debt. 

The data in Figure 2 indicate that during the period 1970—1981, the 
relative share of official flows declined while that of private flows in- 
creased. This suggests that several economies were "graduating" from 
dependence on limited resources of official aid without sacrificing growth. 
As the data indicate, in the aftermath of the debt crisis, however, the 
` attempted transition from aid to reliance on private capital has become 
more difficult. Access to voluntary private capital has been curtailed and 
official flows are once again the dominant element in external financing of 
Asian developing countries. 

The data by selected subregions in Table 1 suggest that the composi- 
tion of externa! finance changes toward market-oriented instruments as 
the level of economic development rises. In the early 1970s nearly all ofthe 
flows to the South Asian countries consisted of concessional flows in the 
form of official development assistance (ODA) grants or loans. Recently, 
however, there has been some shift to more costly funds as several South 
Asian countries (including Bangladesh and India) have started to tap 
official non-concessional credit, private credit and "mixed" credit. Despite 
this trend toward market-oriented flows, itis, however, important to note 
that in the South Asian countries, ODA grants and loans still account for 
about three quarters of total flows. 

In the early 1970s the Southeast Asian countries had a more balanced 
split between ODA grants and loans and the various types of non-conces- 
sional flows (non-concessional official and private flows). The relative 
significance of non-concessional flows increased until 1982. Subsequently, 
the share of non-concessional funds fell as access to such flows became more 
difficult. Currently, concessional flows account for nearly 56 per cent of 
total inflows to the Southeast Asian countries reflecting sizable ODA 
grants to Indonesia and the Philippines. ODA grants and loans are less 
important in Malaysia and Thailand where the relative importance of 
foreign direct and portfolio investments has been increasing over time. 

In the NIEs official flows represent a smaller share of total flows than 
in the other subregions. These countries receive large amounts of foreign 
direct investment. Portfolio investments have been negative during the 
period 1983-1988 primarily because of prepayment of external debt by 
these countries. 
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Figure 1: Net Financial Flows to Asian Developing Countries 
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Source: OECD, Geographical Distribution of Financial Flows to Developing Countries (Paris, 
various issues). 
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Table 1: Net Financial Flows by Selected Subregions, 1970-1988 


(Percentages) 
Type of Flow 1970-1975 1976-1980 1981-1982 1983-1986 1987-1988 
South Asia* 
Official Flows 
ODA Grants 31.8 44.5 44.8 40.3 87.1 
ODA Loans 67.9 50.5 40.9 42.1 36.3 
Non-concessional Flows 0.4 2.5 5.8 7.9 16.4 
Private Flows 
Direct Investment . 23 1.2 21 1.5 2.2 
Portfolio Investment® -0.4 -0.5 2.0 3.8 6.3 
Export Credit -2.0 19 5.5 4.4 1.8 
Southeast Asia" 
Official Flows 
ODA Grants 15.5 13.8 10.1 19.0 26.6 
ODA Loans 30.4 23.2 15.6 17.1 30.3 
Non-concessional Flows 10.1 23.1 19.5 32.7 40.1 
Private Flows 
Direct Investment 33.0 16.0 24.8 3.4 14.9 
Portfolio Investment? 0.1 9.7 13.5 19.6 -2.7 
Export Credit 10.8 14.2 16.5 8.3 -9.2 
Newly Industrializing Economies? 
Official Flows 
ODA Grants 7.4 2.2 1.6 6.4 5.9 
ODA Loans 16.7 5.5 3.0 4.2 —3.8 
Non-concessional Flows 31.1 30.5 21.4 8.8 -83.9 
Private Flows 
Direct Investment 19.8 23.4 37.6 113.2° 249.6° 
Portfolio Investment? 5.8 5.3 17.4 -11.3 43.4 
Export Credit 19.1 33.0 19.0 -12.9 —24.5 





a Bangladesh, India, Myanmar, Nepal, Pakistan and Sri Lanka. 

b Includes bank lending. 

e Indonesia, Malaysia, Philippines and Thailand. 

d Hong Kong; Republic of Korea; Singapore; and Taipei, China (Taipei, China refers to the Island of 
Taiwan). 

e Large positive shares arise because of net outflows in other private and official accounts. 


Source: OECD, Geographical Distribution of Financial Flows to Developing Countries (Paris, various 
issues). 
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Figure 2: Composition of Net Financial Flows to Asian Developing Countries 
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Source: OECD, Geographical Distribution of Financial Flows to Developing Countries (Paris, 
various issues). š 
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Both time series and cross-section analyses of data in Table 1 suggest 
that countries pass through "stages of financing", which links income levels 
to the composition of external financing.* For those at low income levels 
(for example, the South Asian countries), the first stage is characterized 
by a relative dependence on concessional financing from official donors. At 
slightly more advanced levels of development (for example, the Southeast 
Asian countries), official non-concessional flows and lending by private 
creditors to the public sector (or under the umbrella of public guarantee) 
become important. Finally, at the third stage (for example, the NIEs), 
private credit becomes the most important type of inflow with private 
agents becoming the dominant borrowers and lenders and transactions 
occur at or close to market-oriented rates. 

While there has been an upward trend in net financial flows, defined 
as foreign capital inflows minus foreign capital outflows, other measures 
of net flows may give a different picture. For example, defining net flows 
as disbursements minus debt service,? the data in Table 2 show that in the 
1985-1988 period, the Asian developing economies as a whole experienced 
significant amounts of negative net transfers. This is, of course, misleading 


Table 2: Net Transfers to Asian Developing Economies from 


Long-term External Debt 
($ million) 
1980 1985 1986 1987 1988 
Republic of Korea? 155 —2,478 —1,015 —18,048 —5,242 
Southeast Asia 1,867 —8,168 —5,136 —6,336 —8,193 
South Asia 3,392 1,974 1,550 1,253 1,346 
South Pacific 42 -8 —134 —112 -193 
People’s Rep. of China 1,609 3,643 4,110 6,484 5,095 
Total 7,065 —627 —6,625 —11,759 —T7,187 


a Other NIEs do not report to the World Bank's Debtor Reporting System. 
Note: Net transfers are defined as disbursements minus total debt service. 


Source: World Bank, World Debt Tables, 1989/90 edition (Washington, D.C.). 


4. The notion of stages should not be taken to mean that the process of transition from concessional to 
commercial capital flows is smooth. There could be reversals as has happened in several subregions due 
to the debt crisis. 

5. See J.S. Lee and I.P. David, Changing Pattern of Financial Flows to Asian and Pacific Developing 
Countries, Statistical Report Series, no. 11 (Manila: Asian Development Bank, March 1989). 
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because a closer reading of the table indicates that the economies ex- 
periencing negative transfers were the NIEs, Southeast Asian economies 
and, to some extent, the South Pacific economies which had relied primarily 
on financing from private sources under harder terms. Other countries 
which relied on official sources have not as yet experienced that problem. 

Despite the decline in net transfers to the Asian developing economies 
there has been a significant increase in the flow of intra-Asian trade and 
investment. For example, total trade (exports plus imports) among the 15 
major Asian economies grew by 30 per cent per annum in 1987 and 31 per 
cent in 1988. While much of this growth resulted from increased trade with 
Japan, trade among the NIEs also increased dramatically as did trade 
between the NIEs and Southeast Asia (see Table 3). Exports from the NIEs 
to Indonesia, Malaysia, Philippines and Thailand rose by about 50 per cent 
in 1988 while trade among the NIEs rose by 46 per cent. At the same time, 
trade among the countries of the Association of Southeast Asian Nations 
(ASEAN), led by Singapore, rose by 36 per cent. 


Table 3: Matrix of Intra-Asian Exports, 1988 


($ million) 
Exports to 

Exports from Southeast Asia NIEs Japan 
Southeast Asia 2.3 13.6 15.6 

(12.0) (29.0) (17.0) 
NIEs 15.5 23.3 27.9 

(50.0) (46.0) (36.0) 
Japan 13.0 49.8 

(35.0) (24.0) 











Note: Figures in parentheses are growth rates. 
Source: Asian Development Bank, Asian Development Outlook 1990 (Manila, 1990). 


Rapid growth in intra-Asian trade has been accompanied by rising 
foreign direct investment. The traditional focus of overseas investment 
by Asian companies in financial and real estate markets of industrial 
countries has been augmented by rapid growth in investment in manufac- 
turing, primarily in Southeast Asia. The changing pattern of capital flows 
is, to some extent, a reflection of the changing cost structure in the Asian 
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economies as wages and other costs have risen rapidly in Japan and the 
NIEs. It is also indicative of the movement toward higher value added and 
more technologically intensive activities in these economies. 

In 1988 Asian investors accounted for 64 per cent of total foreign 
investment approved by Indonesia, Malaysia, Philippines and Thailand. 
Approvals of Japanese investment in Thailand and the Philippines in- 
creased by over 200 per cent and over 100 per cent in Malaysia. Among 
the NIEs, Hong Kong and Taipei, China have been the leaders in promoting 
foreign direct investment. A small domestic market combined with a 
dynamic business climate and complete freedom of capital movements has 
made Hong Kong a leader in promoting foreign direct investment while 
currency appreciation and sharply higher domestic production costs pro- 
vided incentives for Taipei, China to seek foreign investment opportunities. 
Both are now among the major sources of foreign capital in Southeast Asia. 

The process of rapid growth in output and intraregional trade and 
investment in Asia is sometimes referred to as a "virtuous circle" of eco- 
nomic development. Foreign capital inflows have combined with a favor- 
able policy environment, industrialization and trade expansion to achieve 
a sustained acceleration in economic growth. The efficient use of resources, 
increased trade and rapid growth have, in turn, stimulated an increase in 
the flow of intraregional foreign investment (see Figure 3). This process is 
gradually helping to internalize Asian growth and to reduce Asia's vul- 
nerability to external shocks, although the latter factors are and will 
continue to wield significant influence on Asian economic performance. 

During the past four or five years, the "virtuous circle" has evolved 
rapidly primarily due to the structural adjustment process in Japan sub- 
sequent to the sharp appreciation of the yen following the Plaza Accord." 
Japan's growth has become increasingly "domestic demand led" and it has 
been sustaining rapid export growth of other Asian countries, to some 
extent, offsetting the impact of rising protection and soft-landing elsewhere 
in the world. More recently, such a process has occurred in the NIEs as 
well, fueling further intraregional trade and investment. Rapid structural 
adjustment and shifting comparative advantage from Japan to the NIEs 
and to the Southeast Asian countries as wages and factor prices rise have 
contributed significantly to Asia's dynamism. South Asia, which depends 
more on the agriculture sector, was by and large left out of this process. 
But the situation is changing, albeit slowly, as these countries liberalize 
gradually and cautiously. 





6. References to Taipei, China are to the island of Taiwan. 

7. The Plaza Accord was reached by the Group of Five (France, Federal Republic of Germany, Japan, 
United Kingdom and United States) in their September 1985 meeting at the Plaza Hotel, New York, to 
seek an orderly appreciation of the major non-dollar currencies. 
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Figure 3: Factors Supporting Asian Dynamism in Recent Years 


DRIVING FORCES: SHIFTING COMPARATIVE ADVANTAGE 
1. Rapid economic restructuring in Japan after 1985. 


2. Rapid economic restructuring in the NIEs during 1986 and 1987. 
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Contribution of Foreign Capital to Economic Growth 


The impact offoreign capitalon the economic growth of developing 
countries as well as the relative significance of the various types of foreign 
capital is controversial. Assuming that every dollar of foreign inflows 
augmented resources available for capital formation by a dollar and further 
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that such inflows did not influence the incremental capital-output ratio, 
earlier studies have shown that foreign capital had a favorable effect on 
growth.? More recently, both of these assumptions have been challenged.? 
Foreign capital could substitute for domestic saving for two reasons. First, 
the inflow of foreign capital could induce governments to relax their tax 
efforts, increase their consumption expenditure, and/or liberalize imports. 
Second, foreign private investment could crowd out domestic investment 
and if saving is determined by available investment opportunities, this 
could cause domestic savings to fall. Foreign capital could also contribute 
to inefficiency by introducing inappropriate techniques and technology and 
managerial systems. Under these circumstances, foreign capital could have 
an adverse effect on growth. 

Meanwhile, the relative significance of the various types of foreign 
capital and trade in the economic growth of developing countries has also 
featured prominently in recent North-South discussions. While the South 
has recognized the contribution that trade can make to growth, it has 
placed more emphasis on the need for a massive inflow of official conces- 
sional resources (including aid) from the North to stimulate rapid growth 
and alleviate widespread poverty. Some industrial countries have rejected 
this claim and emphasized the importance of self-help and well-functioning 
market mechanisms to promote development. The major components of the 
self-help procedures are trade and exchange rate liberalization and policies 
to attract private capital. 

Available literature indicates that authors have adopted various ap- 
proaches in exploring the relation between foreign capital and economic 
growth in the Asian developing countries. Several have investigated the 
relationship between foreign capital, domestic savings and capital forma- 
tion, while others have examined the relationship between foreign capital 
and investment efficiency. Yet others have examined directly the relation- 
Ship between foreign capital and economic growth. 


Foreign Capital, Domestic Savings and Capital Formation. 
Several attempts have been made to estimate the relationship between 
savings and foreign capital in the Asian developing countries. In one study, 
using time series data from 1960—1980, it was found that in all four sample 
countries (Bangladesh, Republic of Korea, Nepal and Thailand), foreign 
capital had a negative effect on domestic saving.!? In other words, foreign 
capital tended to substitute for domestic saving. In another study, using 
cross-section data from 18 Asian countries, it was found that while foreign 





8. Rosenstein-Rodan, op. cit., Chenery and Strout, op. cit. 

9. Areskoug, op. cit., Griffin, op. cit., Leff, op. cit., and Weisskopf, op. cit. 

10. M. Fry, "Domestic Resource Mobilization through Financial Development: Volume II, Appendices" 
(Manila: Asian Development Bank, 1984, Mimeographed). 
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private capital had a favorable impact on the Asian saving rate, official aid. 
had a highly negative or a substitutive effect.!! When a saving function was 
estimated with total financial flows (i.e., private as well as official flows) 
as the explanatory variable, no substitutive effect was found. Paralleling 
these analyses of foreign capital and savings, the relationship between 
foreign capital and capital formation in the Asian developing countries has 
also been examined.!” It was found that foreign financial flows tended to 
augment investment. The results, using pooled data from 13 countries for 
the period 1968—1982, indicated that a 1 per cent increase in foreign capital 
inflows increases the investment rate by two-tenths of 1 per cent. 


Foreign Capital, Investment Efficiency and Growth. Several 
studies have drawn the conclusion that foreign capital has contributed 
favorably to investment efficiency in the Asian developing countries.!? One 
of these studies suggests that private capital had a more favorable impact 
on investment efficiency than aid inflows.1* 

In an attempt to measure directly the contribution of foreign capital 
to economic growth in the Asian developing countries, several studies have 
estimated a neo-classical production function.!? These studies which used 
pooled cross-section and time series data for the 1950s, 1960s and early 
1970s indicate that both the domestic saving rate and the various types of 
foreign capital had a favorable effect on Asian economic growth. In fact, 
the results suggest that the various types of foreign capital had a more 
favorable impact than the domestic saving rate. 

The studies surveyed, however, have two major shortcomings. First, 
the multiple regression approaches used do not account for all the factors 
which influence economic growth, including trade orientation. Second, to 
the extent these studies used single equation models they failed to account 


11. KC. Gupta and M.A. Islam, Foreign Capital, Savings and Growth (Dordrecht, Holland: D. Reidel 
Publishing Company, 1983). 

12. E. Go, The Impact of Foreign Capital Inflow on Investment and Economic Growth in Developing Asia, 
Economics Office Report Series, no. 33 (Asian Development Bank, May 1985). 

13. See, for example, Go, op. cit.; and J.S. Lee, P. Rana and Y. Iwasaki, Effects of Foreign Capital Inflows 
on Developing Countries in Asia, Economic Staff Paper, no. 30, Chapter IV (Asian Development Bank, 
April 1986). While the former study proxied investment efficiency by the incremental output-capital ratio 
(IOCR), the latter used total factor productivity (TFP) measure. If other determinants of IOCR (such as 
the gestation period and capacity utilization) remain unchanged, then a positive relationship between 
foreign capital and IOCR means that foreign capital inflows have a favorable impact on the efficiency of 
investment. Similarly, TFP is defined as output per unit of labor and capital combined. This is often 
referred to as the "residual" or the index of "technical progress". 

14. Lee, Rana and Iwasaki, op. cit. 

15. C. Stoneman, "Foreign Capital and Economic Growth", World Development, vol. 3, no. 1 (January 
1975); G.F. Papanek, "Aid, Foreign Private Investment, Savings and Growth in Less Developed 
Countries", Journal of Political Economy, vol. 81, no. 1 (January/February 1972) and J.M. 
Dowling, Jr. and U. Hiemenz, "Aid, Savings, and Growth in the Asian Region", The Developing 
Economies, vol. 21, no. 1 (March 1983). 
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for the two-way causality which exists between variables, including domes- 
tic saving and growth. The failure to account for these factors could lead to 
misleading results and cast doubt on the reliability of the findings. 

In order to remedy these deficiencies, an attempt was made to develop 
a more comprehensive method based on a system of simultaneous equations 
comprising a growth and a saving equation (see Appendix).16 It was argued 
that savings and growth are embedded in a simultaneous system and the 
total (direct plus indirect) effect of various exogenous variables (including 
foreign capital) as measured by a system of equations could be quite 
different from direct effects alone which earlier studies estimated. An 
improvement of this approach was that the parameter estimates of the 
model permitted the estimation of the impact of the various exogenous 
variables on the incremental output-capital ratio, a proxy for investment 
efficiency. 

For the purposes of this article, the above-mentioned model was 
reestimated by adding data from 1983 to 1988 thus giving a 23-sample 
interval beginning in 1965. Such an analysis from a wide sample of Asian 
developing countries confirmed that earlier studies which focused on direct 
effects of foreign flows alone contained misleading results. 

The results, which are summarized in Table 4, suggest that except for 
the effect of official flows on saving the impact of foreign capital and exports 
on growth and saving rates has been both positive and favorable. Further- 
more, the negative relationship between official flows and the saving rate 
may not necessarily indicate that the latter is reduced by an increase in 
official flows. Rather, it could result from a bias introduced by the use of 


Table 4: Total Impact of Foreign Capital and Exports on 
Growth in Asian Developing Countries 













Impact of One 

Percentage 

Point Total Effect (Direct plus Indirect) 

Increase in Official Flows Private Flows Change in Exports 











on (Percentage of GDP) 
Growth Rate 0.101 0.732 0.074 
Saving Rate —0.085 0.715 0.049 
Efficiency of Investment | —0.633 1.169 0.265 











16. P.B. Rana and J.M. Dowling Jr., "The Impact of Foreign Capital on Growth: Evidences from Asian 
Developing Countries", The Developing Economies, vol. 24, no. 1 (March 1988). ' 
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indirect estimates of saving, and even if saving and official flows are 
substitutes the coefficient is much smaller than unity in absolute value. 
This suggests that official flows augment the overall level of resources 
available for investment. 

The impact of the three explanatory variables on investment efficien- 
cy, as proxied by the incremental output-capital ratio, is mixed. Again, the 
official flows coefficient is negative, suggesting that official flows in general 
tend to increase the capital intensity of the productive process. However, 
both improved export performance and an increase in private flows tend to 
improve the rates of growth in output and saving. 

Some insight into the relative importance of official and private flows 
and exports to the growth of developing countries can be gained by compar- 
ing the relative size of the coefficients in Table 4. The coefficient for the 
private flows variable is the largest, suggesting that such inflows have 
augmented resources available for capital formation and improved invest- 
ment efficiency to a far greater extent than the two other factors. 

The relative contribution of foreign capital on growth can also be 
compared with a broader set of factors, including growth of the labor force 
and the saving rate, in addition to the variables already discussed. These 
results, which are shown in Table 5, demonstrate that the saving rate was 
the most important factor in raising growth rates in the Asian developing 
countries, followed by increases in the supply of labor. The contribution of 
foreign capital in this overall structure was of relatively minor importance. 


Table 5: Impact Multipliers 





Impact of One Change 
Per Cent Change in Per 
Increase Official Private in Labor Capita Growth Saving 
on in Flows Flows Exports Force GDP Rate Rate 
Growth Rate 0.047 0.119 0.097 0.137 0.803 
Saving Rate -0.016 0.032 0.016 0.400 0.053 


Determinants of Foreign Direct Investment. As noted earlier, 
private capital flows have contributed significantly to economic growth in 
the Asian developing countries. It is, therefore, desirable to increase the 
volume of such flows to the region. This necessitates a clear understanding 
of the various factors which influence private flows. In this regard, four 
econometric models were developed to explain inflows of foreign direct 
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investment.! The first model, the economic model, hypothesized that 
foreign direct investment per capita was influenced favorably by real gross 
national product (GNP) per capita and the growth rate, and negatively by 
the current account balance and inflation rate. The second model, the 
political model, specified foreign direct investment to be a function of the 
number of strikes, a proxy for political instability. The third model was the 
political-economic model where various economic and political variables 
were included. The fourth model, or the amalgamated model, specified 
foreign direct investment to be a function of the general investment climate 
proxied by the credit rating index of the Institutional Investor. 

The four models of foreign direct investment per capita were es- 
timated by using pooled annual data from 1974 to 1984 from eight countries 
for which data were available.!9 The estimates showed that generally all 
variables have the hypothesized signs and that the competing models were 
all able to explain inflows of foreign direct investment. The amalgamated 
model which combines economic and political factors and reflects country 
risk rating performed the best in terms of explaining inflows of foreign 
direct investment. A more demanding test of a model's performance in 
explaining foreign direct investment is its forecasting capacity. On this 
criterion too the amalgamated model yielded the best results. 

These findings suggest that inflows of foreign direct investment are 
determined by a complex set of economic, political and social factors and 
that investors look beyond the array of investment incentives (in particular 
fiscal incentives) offered. Performance requirements and various restric- 
tions and regulations act as disincentives to foreign direct investment and 
often serve to offset the positive effects of investment incentives. What 
should be determined in evaluating the policy impact of foreign direct 
investment is the net incentive effect, taking into account all policies which 
directly or indirectly affect business risk, profitability and ability to 
repatriate capital and investment income. 


Foreign Direct Investment and Other Private Flows. It is fre- 
quently assumed that foreign direct investment does not displace any other 
private flows and simply adds to the existing stock of capital invested 
abroad. It should, however, be noted that the spread of multinationals need 
not involve any transfer of new capital.!? In other words, foreign direct 
investment and other private flows could be perfect substitutes and an 





17. P.B. Rana, Recent Trends and Issues on Foreign Direct Investment in Asian and Pacific Developing 
Countries, Economic Staff Paper, no. 41 (Asian Development Bank, March 1988). 

18. Indonesia, Republic of Korea, Malaysia, Pakistan, Philippines, Singapore, Sri Lanka and Thailand. 
19. See, for example, C.P. Kindleberger, American Business Abroad: Six Lectures on Direct Investment 
(New Haven: Yale University Press, 1969). 
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increase (decrease) in one type of flow may be offset by an equivalent 
decrease (increase) in the other. Capital may be fungible. 

In order to test the hypothesis that foreign direct investment is a 
perfect substitute for portfolio investment, a portfolio balance model was 
specified in which portfolio investment was hypothesized to be determined 
by foreign direct investment, inflation and the growth rate in income.”° The 
model was estimated using data from selected Asian developing countries. 
The goodness of fit was poor and several independent variables were 
statistically insignificant and some even had the wrong sign. The results, 
therefore, did not support the substitutability hypothesis. 


Foreign Private Capital Flows: Alternative Modalities 


In the foregoing, it was argued that while empirical evidence indicates 
that private capital has contributed more to economic growth of the Asian 
developing countries than official aid, the relative importance of such flows 
in total resource inflow has declined after the debt crisis. Furthermore, 
there has been a change in the structure of private flows. Figure 4 shows 
that until 1983, bank lending was the major modality of foreign private 
flow to the Asian developing countries. Subsequently, the relative sig- 
nificance of bank lending has declined and that of other modalities has 
increased. The share of foreign direct investment has increased the most 
followed by bond lending and foreign portfolio investment. 

The question, therefore, is how to augment the inflow of foreign 
private capital to the Asian developing countries. It is believed that many 
of these countries could soon exhaust their capacity to obtain more syndi- 
cated bank loans. This is because the debt situation, which although 
manageable, has deteriorated considerably. Also after the 1982 world debt 
crisis, commercial banks have become more careful in their lending opera- 
tions to developing countries. 

Despite their success vis-à-vis other regions in having access to bank 
credit, Asian developing countries must consider alternatives (see Table 6). 
One possibility is for the countries to mobilize alternative modalities of 
private finance. Another reason for the interest in alternative modalities 
for private finance is that it could help the Asian developing countries and 
creditor countries to diversify their portfolios. In the Asian developing 
countries, the debt portfolio could be diversified and payments matched to 
the country's ability to pay over time and circumstances, while in the case 
of creditor countries it could further facilitate the ongoing process of 
securitization of debt. The major alternatives to syndicated bank lending 
are presented below. 


20. Rana, op. cit. 
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Figure 4: Composition of Private Flows to Asian Developing Countries 
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Note: "Others" includes foreign portfolio investment, grants by non-governmental organizations 
and other private flows. 


Source: OECD, Financing and External Debt of Developing Countries, 1988 Survey. 
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Bond Lending. This type of lending has flourished in recent years. 
International bond markets have two components: Eurobond and foreign 
bond markets. Eurobonds are underwritten by an international group of 
banks and are issued in several different national markets simultaneously. 
They are not subject to formal controls. Foreign bond markets are simply 
domestic bond markets to which foreign borrowers are permitted access. 
Foreign bonds are denominated in the currency of the host country, which 
often subjects borrowers to tight entry requirements. 


Financing through New Instruments. In recent years a plethora of 
new instruments and modalities has emerged in the international financial 
system. Most of these are hybrid instruments between bonds and bank 
lending. Some seek to achieve continued access to bank lending (such as 
note-issuance facilities and transferable loan instruments), and others 
seek to expand the use of international capital markets (such as floating 
rate notes).?! New modalities for conducting international financial inter- 
mediation (such as interest and exchange rate swaps and options and 
networks such as SWIFT, CHIPS and GLOBEX) have also emerged. 


Foreign Direct Investment. This is the traditional alternative to sov- 
ereign borrowing and entitles the investor to a share of the distributed 
profits of the firm. The parent firm is typically motivated by the return it 
expects to earn by making use of its existing know-how in a local operation 
and/or by incorporating the local operation in its global production and 
marketing network. Thus, it responds largely to firm-specific, micro-eco- 
nomic factors as well as to macro-economic prospects in the host country. 


Foreign Portfolio Investment in Equities. Like direct investment, 
foreign portfolio investment in equity entitles the investor to a share in the 
profits of a private enterprise. Unlike the direct investor, however, the 
equity investor typically is seeking only a share of profits and not the 
responsibilities of control. Indeed, many equity investors deliberately 
restrict their holdings to a small percentage of the total stock in order to 
maintain liquidity and avoid being forced to take responsibility for saving 
the firm if they lose confidence in its management. 





21. Anote-issuance facility is a medium-term loan which is funded by selling short-term paper. A group 
of underwriting banks guarantees the availability of funds to the borrower by purchasing any unsold 
notes at each roll-over date or by providing a stand-by credit. As funds are drawn, the underwriter either 
sells the securities or holds them for its own account. The transferable loan instrument (TLI) creates a 
secondary market for bank loans. When a bank makes a loan commitment, it can sell transferable loan 
instruments to other banks or other financial institutions. These instruments entitle a holder to receive 
interest and other benefits as though the holder had been the primary lender. The floating rate is simply 
a bond whose rate is variable. 
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Portfolio equity investment can involve varying degrees of penetration 
of the domestic economy. The least penetrating mode, popular in many 
developing countries, is the offshore investment trust that is invested in a 
broadly diversified portfolio of domestic shares.?? Other more penetrating 
modes involve investments in individual shares, either through offshore 
listings of developing country firms or local purchases of locally listed 
shares. 


Foreign Quasi-Equity Investments. A foreign quasi-equity invest- 
ment opens the package of risk-sharing and managerial control that direct 
investment has typically constituted. These new forms of international 
investment include joint ventures, licensing agreements, franchising, 
management contracts, turnkey contracts, production sharing and inter- 
national subcontracting. They permit the host country to single out the 
particular features controlled by the foreign enterprise that cannot be 
economically obtained elsewhere and to contract for those without allowing 
foreign control of the domestic operation. 


While bond lending and lending through new instruments together 
with syndicated bank lending are forms of general obligation finance in the 
sense that the lender provides money to be repaid on terms independent of 
the success of investment made with the funds, financing by other alterna- 
tives (ie., foreign direct investment, foreign portfolio investment and 
foreign quasi-equity investment) involves risk-sharing and responsibility- 
sharing. For example, under foreign direct investment an investor is 
entitled to a share of the distributed profits of a firm and an investor also 
shares in the responsibility of managing the firm. The payments on capital 
are, therefore, tied more closely with the country's ability to pay. Portfolio 
investment is similar, except that it does not encompass sharing manage- 
ment responsibility. 

Using the classification scheme developed by Lessard, the five alter- 
natives to bank lending can be assessed in terms of expected cost, degree 
of risk-sharing or lending, and degree of managerial participation in the 
project financed (see Table 7).23 The expected cost of the modality com- 
prises the required return to investors, loss due to non-performance of the 
project financed, and monitoring and control cost. By this criterion, bank 
lending has the lowest cost and foreign direct investment the highest. 
Risk-sharing refers to the extent to which the contractual obligation is 
linked explicitly to some aspect of the borrower's economic situation. 





22. The People's Republic of China; India; Republic of Korea; Malaysia; Philippines; Taipei,China; and 
Thailand have successfully launched such investment funds. 

23. Donald R. Lessard, "Beyond the Debt Crisis: Alternative Forms of Financing Growth" (Working 
Paper of the Alfred P. Sloane School of Management, Massachusetts Institute of Technology, February 
1989). 


Foreign Capital and Asian Economic Growth 97 


Table 7: Alternatives to Bank Lending 














Expected Risk- Managerial 
Cost Sharing Participation 
Bond Lending Low Low Low 
Lending through New Instruments Low Low Low 
Foreign Direct Investment High Medium High 
Foreign Portfolio Investment Medium High Medium 
Foreign Quasi-Equity Investment Medium High Medium 





Foreign direct investment, for example, requires payment only when the 
project makes a profit, but bank lending has to be repaid irrespective of 
the country's economic situation; otherwise new money will not be forth- 
coming. Managerial participation or control refers to the extent of the 
participation of foreigners in the selection of investments and/or their 
management over time. Such participation is virtually nil for general 
obligation finance but high for foreign direct investment. 

The major advantages of bank lending are its low cost and the exis- 
tence of after-the-fact flexibility, while the major disadvantages are the 
lack of risk shifting, its poor hedging characteristics, and its tendency to 
undermine local capital markets. While both bond lending and lending 
through new instruments share similar attributes to bank lending, a major 
additional advantage is that these instruments are marketable and trans- 
ferable in the sense that secondary markets exist for such instruments. 
They, therefore, permit a matching of the debtors' desire to diversify their 
portfolio and the creditors' desire to securitize. They also enable debtor 
countries to tap additional surplus units besides banks. 

The major advantages of foreign direct investment, foreign portfolio 
investment and foreign quasi-equity investment are that they involve risk- 
sharing, sharing of managerial responsibilities and the promotion of a more 
efficient use of resources. Foreign portfolio investment could, in addition, 
have a favorable impact on local capital markets. The disadvantages are 
that there could be misuse of control and that foreign direct investment 
might introduce inappropriate technology. 

Even though the alternative modes of finance are desirable in terms 
of economic efficiency, it does not mean, however, that such flows are 
feasible. This is because such flows are harder to enforce across nations 
and they require specific domestic legal and institutional infrastructure. 
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For example, an obligation to pay a share of foreign exchange earnings is 
ideal in terms of matching a country's ability to pay with its capacity to 
pay. But because foreign exchange earnings are both hard to define and 
subject to country risks, this kind of contract presents a moral hazard. 
Similarly, while portfolio equity is an open-ended contract it presupposes 
the existence of well-functioning capital markets and relies on a body of 
company and securities law which few Asian developing countries possess 
in order to protect minority investors against conveyance by insiders. 
Further, the alternative modes of finance may result in an impairment of 
national sovereignty and loss in rents to the privileged domestic suppliers 
of capital. Thus, they are likely to be opposed by various vested groups. 
In view of the above, it is therefore unlikely that funds from alterna- 
tive modalities could replace or be a substitute for commercial credit as the 
major source of private flows. Assuming appropriate policy reforms, how- 
ever, at the margin the alternative modalities could play a significant role. 
Instruments which involve risk-sharing and responsibility-sharing (e.g., 
foreign direct investment, portfolio investment and foreign quasi-equity 
investment) provide more scope and opportunities than alternative general 
obligation finance such as bond and financing by new instruments. The 
contribution of the latter instruments is expected to be small because such 
instruments originated in the financial markets of the developed countries 
and are tailor-made to suit their needs. The situation would, of course, be 
different if developing countries could float "price-indexed" bonds or "com- 
modity-linked" bonds in international financial markets. Unfortunately, 
the marketability of instruments floated by developing countries is limited 
unless some sort of a guarantee is provided by a multilateral agency. 


Summary and Conclusion 


The major findings ofthis analysis and discussion may be summarized 
as follows: 


e Countries tend to pass through "stages of financing" linking income 
levels to the composition of financing with the importance of 
market-oriented flows and instruments increasing as countries 

. move up the development ladder. This trend, however, was tem- 
porarily halted after the debt crisis when access to syndicated 
lending became more difficult. 


* Foreign capital flows have contributed favorably to the growth of 
the Asian developing countries. Findings also suggest that foreign 
private capital has contributed more than official flows or aid. 
While foreign private capital has contributed to growth both by 
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augmenting resources available for capital formation and by im- 
proving investment efficiency, foreign aid has contributed only by 
aiding capital formation. The evidence implies that it has tended to 
reduce investment efficiency. This finding suggests that aid may 
have been used to finance projects which were unnecessarily capi- 
tal intensive. It may have also introduced inappropriate technology. 
However, these issues need to be further examined. 


e In addition to foreign capital, export performance, growth of the 
labor force and domestic savings have also contributed favorably 
to Asian economic growth. In fact, the latter variables have con- 
tributed more than foreign capital, suggesting that foreign capital 
alone does not offer the solution for high and rapid growth. 


e Private capital inflows are determined by a host of political and 
economic factors, and an important precondition is the existence of 
a stable political and economic environment, including open 
development strategies and realistic financial and exchange rate 
policies. 


e Investment incentives, and in particular fiscal incentives, are not 
very effective in attracting foreign investment. On the other 
hand, incentives can be costly for individual countries and offset- 
ting within a group of countries because of competition within the 


group. 


* The relationship among various types of private capital is com- 

`  plementary rather than substitutive. Attempts to attract private 

flows is a positive-sum game, not a zero-sum game as believed by 
some economists. 


Although they are unlikely to replace commercial credit as the 
major source of private flows, at the margin alternative modalities 
of foreign private financing provide significant opportunities for 
developing countries not only to mobilize additional foreign resour- 
ces but also to restructure their liability portfolio. Instruments 
which involve risk-sharing and responsibility-sharing (e.g., foreign 
direct investment, portfolio investment and foreign quasi-equity 
investment) provide more opportunities than alternative general 
obligation financing such as bond financing and financing by using 
new instruments. 


The above findings support the argument that many Asian developing 
countries are currently experiencing a "virtuous circle" of economic 
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development. For most countries, increased intraregional capital flows, a 
favorable domestic policy environment, and rapid industrialization and 
trade have interacted to sustain the efficient use of resources and rapid 
economic growth. This process has resulted in a greater integration of the 
Asian economic community and reduced the region's vulnerability to exter- 
nal shocks. : 

Aside from adopting a policy environment which allows for the free 
interplay of market forces and promotes an open trading environment, this 
analysis suggests that in evolving a strategy to improve growth perfor- 
mance, recipient countries are well advised to improve the rate of domestic 
saving mobilization and to achieve more rapid increases in labor produc- 
tivity. Foreign capital inflows serve to augment these in accelerating the 
growth process but they cannot provide the major impetus to rapid growth. 
In regard to foreign capital, private flows appear to be the most productive 
and developing countries should continue to attract foreign capital in those 
areas where domestic resources do not provide an adequate substitute. For 
example, foreign direct investment often proves to be an invaluable source 
of technological transfer and can introduce efficient management systems 
not available domestically. In general, less reliance should be put on 
foreign aid. 

It should also be recognized that the foregoing analysis has assumed 
that developing countries have a considerable degree of freedom to select 
among alternative modalities of foreign financing. Low-income countries, 
in general, are highly dependent on foreign aid and opportunities for 
attracting private flows are limited because of low creditworthiness. At 
most, certain amounts of publicly guaranteed bank lending and "resource 
seeking" foreign investment, which exploits comparatively abundant local 
resources, can be expected. As the economy moves up the development 
ladder, however, additional opportunities become available. Foreign direct 
investment and foreign quasi-equity investment become more "efficiency 
seeking" (that is, exploit comparative advantage in particular stages of 
production), and additional opportunities for bank lending become avail- 
able. Further, as domestic capital markets strengthen, the opportunities 
for attracting portfolio investment also become greater. 
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APPENDIX 


The Model 


The simultaneous model specified in the analysis contained equations (1) 
and (2): 


GR = a, + a, AID + ajFPI + a4S + a,CX + a;CLF + u, (1) 
(a, x0,a, 2,0, as>0,a, > 0,as > 0) 


S = a, +aAlID + agFPI + agCX + a,GDPN + ar;GR + v, (2) 
(a; > 0, ag 20; ag > 0, ayy > 0, a41 > 0) 


where 


GR = growth rate of GDP, 
AID = foreign aid as a percentage of GDP, 


FPI = foreign private investment (including long- term borrowing) 
as a percentage of GDP, 
S = gross domestic saving as a percentage of GDP, 


CX = change in export as a percentage of GDP, 
CLF = change in labor force, 
GDPN = GDP per capita, and 
u,v = stochastic error terms. 


The model consists of a growth equation and a saving equation. The former 
is derived from a two-sector model comprising an export and a non-export sector, 
and the latter is the standard-type saving function augmented by the export 
variable, per capita income and rate of growth. The export variable is included 
in the growth equation for at least four reasons. First, exports enable countries 
to specialize in the production of commodities in which they have a comparative 
advantage; resources which are saved in this way can then be used for 
investment. Second, trade provides a vent for surplus commodities which bring 
otherwise unemployed resources into use. Third, trade can expand production 
possibilities through its effect on such factors as competition, access to new 
knowledge, technology and ideas; these are the so-called dynamic gains from 
trade. Fourth, trade enables countries to purchase goods from abroad. If there 
are no domestic substitutes, the ability to import can relieve bottlenecks in 
production and thus increase savings and investment, and imports may simply 
be more productive than domestic resources. 
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Export performance is also expected to influence the saving rate for several 
reasons. First, exports (especially of primary products) often produce highly 
concentrated income and standard savings theory shows that the propensity to 
save from such income is high. Second, countries whose export performance is 
good tend to face fewer foreign exchange constraints on investment and there- 
fore tend to provide more of an incentive to save. Third, to the extent that trade 
taxes are a major source of revenue, exports tend to increase government 
savings. 

The inclusion of the growth rate and per capita income in the saving 
equation is fairly standard. The growth rate variable is justified on the ground 
that rapid growth leads to changes in relative income and life-time consumption 
patterns and increases in transitory income in relation to permanent income; 
theformer influences the saving rate more than the latter. The per capita income 
variable reflects the state of development of a country and is expected to have 
a favorable influence on the saving rate. 

The model consists of two endogenous variables (GR and S) and five 
exogenous variables (AID, FPI, CX, CLF, and GDPN). The expected signs of the 
parameters are given in parentheses below the equations. Given the controversy 
among economists, the sign of a, and a;, and a, and a; could be either positive 
or negative. 

The reduced form of the model can be written as: 


GR = n, + 1, AID + x, FPI + 14CX + 14CLF + 1;GDPN + £ (3) 
S = ng + NAID + ngFPI + mgCX + rt, CLE + 14,GDPN + n, (4) 


The incorporation of the indirect effects from the reduced form solution of 
(1) and (2) in (8) and (4) shows that consideration of the structural coefficients 
alone can be misleading in two ways. First, the direct and total effects can be 
qualitatively different. This means that while the direct effect is positive the 
total effect could be negative and vice versa. Since generally 1 > a; > 0, and 
1 > a, > 0, this occurs when a; < 0. Second, the direct effect and total effect could 
be quantitatively different. This can happen either when a, > 0 or when a, < 0. 
While in the former case the direct effect underestimates the favorable effect of 
foreign capital on growth, in the latter case the direction of the bias is not certain. 
The two-equation model is exactly identified and so was estimated by the 
indirect least squares technique. 


International Investments and 


Rising Protectionism 
Louis Emmerij* 


he relationship between international investments and protec- 

tionism is an evolving one. U.S. multinational enterprises have 

traditionally invested in Latin America for import substituting 

reasons. In other words, the foreign firm entered in order to take 
advantage of the internal market. In recent years, however, these firms 
have turned more and more to export markets, given the collapse of 
purchasing power in Latin America. Japanese multinational enterprises, 
on the contrary, have traditionally invested abroad to take advantage of 
lower costs for the production of goods then reimported into Japan, and in 
general for exports on the world market. This tendency has seen an 
acceleration since 1985, i.e., since the upward pressure on the yen began. 
There are other reasons for international investments but the two men- 
tioned are clearly the most important. International investments occur to 
take advantage of national markets, particularly when access becomes 
difficult due to protectionist walls. International investments also occur to 
take advantage of differences in labor costs as a springboard to conquer a 
corner of global markets. 

It is my thesis that international investments of the first type are 
becoming less important, while investments of the second type will con- 
tinue to have a flourishing future. The first part of this article briefly 
discusses the new international trade theory. The discussion in the second 
part is more empirically oriented. The final part looks ahead and offers 
some concluding remarks. 


New Trade Theory 


The bulk of the formal literature on trade theory has been concerned 
with explaining the volume and the pattern of international trade. The 
gains from trade have been analyzed in terms of a comparison between a 
world with trade and a world of autarky. Recent innovative theorizing, 
drawing on the literature on industrial organization, proceeds in the same 





* President, Development Centre, Organisation for Economic Co-operation and Development. 
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way. The systematic insertion of market structure and scale economy 
considerations into the formal structure of trade theory generally supports 
"a basic view in which trade patterns reflect comparative advantage plus 
additional specialization to realise scale economies". 

But there is now a growing interest in the evolution of so-called 
"dynamic comparative advantage" and the sources of economic progress. 
This trend seeks to utilize international exchange "optimally" so as to foster 
development rather than simply to allocate efficiently in static terms. 

The new literature on strategic trade policy has brought greater 
realism to the analyses of policies of governments and firms in terms of 
dynamic analysis. Multinational enterprises in oligopolistic environments 
must calculate the effect that their actions may have on the behavior of 
rival firms and of governments with which they interact. Global markets, 
investment locations and trade advantages are the "prizes" for which 
governments and large firms struggle. Market outcomes are the product of 
complex "games" involving both private firms and governments. Tradition- 
al tenets of orthodox trade policy no longer obviously apply in the context 
of strategic economic conflict. Trade policy may now not only influence the 
degree of distortion engendered by domestic market imperfections, but, ' 
more interestingly, it may also alter the behavior of oligopolistic firms and 
thus influence national welfare. It is revealing that trade theoreticians in 
the United States only became interested in these issues as U.S. dominance 
declined and its international dependence deepened. Smaller nations have 
sought more realistic approaches to these issues for much longer, although 
the underlying theory has characteristically been weak. What seems to be 
happening now is a mainstream theoretical rationalization of long-stand- 
ing perceptions and practices which previously have been seen as unor- 
thodox or even perverse. 

It can safely be said that it is technology that stands at the center of 
strategic trade policy and the new international trade theory. While there 
may be periods of pure export-led growth—for instance, following periods 
of underutilization of domestic resources or gross misallocation of an 
anti-trade kind—they are unlikely to be sustained. Lewis has put this point 
well, in a passage that has already been widely cited and will undoubtedly 
endure: "The engine of growth should be technological change, with inter- 
national trade serving as a lubricating oil and not as fuel. The gateway to 
technological change is through agricultural and industrial revolutions, 
which are mutually dependent"? Or, as Streeten has put it: "The ultimate 
test of the respective merits of strategies is not their ability to allocate 
resources between sectors, but their power to mobilise domestic resources 





l. E. Helpman and P. Krugman, Market Structure and Foreign Trade, Increasing Returns, Imperfect 
Competition and the International Economy (Cambridge, Mass.: MIT Press, 1985), p. 262. 

2. W. Arthur Lewis, The Evolution of the International Economic Order (New Jersey: Princeton Univer- 
sity Press, 1978). 
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and skills and to create and activate incentives, attitudes and institutions 
for development” .3 

If it is technology and all that this entails in terms of externalities, 
learning curves, etc., which stands at the center of the new theory, then it 
can be expected that infant-industry and infant-firm protection in support 
of the expansion of manufactured exports will be a major issue of the 1990s. 
Many have described the considerable success attained by the Republic of 
Korea with targeted policies of this type. Theoretical models have shown 
that terms of trade losses from export subsidies may be more than offset 
by other gains from increased market shares in oligopolistic global in- 
dustries. This may be called "offensive protectionism", i.e., a temporary 
protectionism to allow a country to develop a new skill not so much for the 
internal market but for export purposes. This would be opposed to the 
so-called "defensive protectionism", which attempts to protect outdated 
industries. 

It could be maintained that the "new" trade theories are not so new in 
regard to developing countries. Much of the trade and investment policy 
debate in developing countries has in any case always evolved around the 
questions of scale economies, learning, externalities, and small numbers 
bargaining that are now in fashion in the mainstream literature. More and 
more developing countries are tempted to follow the examples of a country 
such as the Republic of Korea and shape their comparative advantage in 
order to achieve entry to world markets for manufactured goods and 
services. 

In a sense, we are concerned here with identifying the optimal way to 
combine protectionism, export promotion and international investment. 
The new trade theory maintains that comparative advantage can be 
changed through learning and through government action. It maintains 
furthermore that there is no good argument why trade liberalization should 
lead to technical efficiency and high productivity. Conventional theory has 
it that protectionism would lead to lazy entrepreneurs, but this argument 
breaks down in the face of countries such as Japan and the Republic of 
Korea. Countries with liberal trade regimes may be specialized and effi- 
cient in those open sectors but may be highly inefficient in all others. On 
the other hand, protectionism helps to catch up on technology and firms do 
have an incentive to move to the technology frontier. There is no real 
dichotomy between export promotion and protectionism. One can have an 
export-oriented economy which is protectionist in many sectors. 

Strategic trade policy maintains that governments can take actions 
that give a firm credibility and which the firm by itself could not 
accomplish. The most quoted example is, of course, the entry of Airbus 


3. Paul Streeten, "Outward-Looking Industrialisation and Trade Strategies", North-South Roundtable, 
Oiso, Japan, 1982. 
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Industries into the world market by pushing Douglas out of it. Airbus 
Industries could do this because it had four major European governments 
behind it, therefore making its claim credible. The result has been that 
Airbus Industries can now tilt the market share in its favor with very 
important profit-shifting results. More generally, we are in the presence of 
variations on the infant industry argument and of the fact that all success- 
ful exporters have gone through a period of import substitution. 

It is therefore not surprising that the major characteristics of inter- 
national investments are subject to change: from inward orientation they 
are becoming more and more outward oriented. In other words, instead of 
slipping in through the protectionist back door to take advantage of the 
local market, they are turning more and more to the global worldwide 
markets. It is interesting and paradoxical to note that at the very height 
of the free trade and liberalization philosophy, the attack on that 
philosophy began during the 1980s and the prevailing practice entered a 
minefield. It is also true that we are faced here with an eternal truth, which 
was beautifully expressed by Thomas Mann in his novel Buddenbrooks as 
follows: 


I know that the outward, visible and tangible signs and symbols of 
happiness and achievement often only appear when in reality everything 
is already starting to go downhill again. These outer signs take time to 
arrive like the light of a star which shines most brightly when it is on 
the way to being extinguished or maybe has already gone out. 


Of course, already Ricardo knew that trade is largely driven by interna- 
tional differences in technology rather than resources. But he left the 
reasons for technological differences unexplained. Understanding the sour- 
ces of technological differences between countries is now becoming a key 
topic of research. I 

Asia is now exporting $200 billion per year against Latin America's 
$30 billion. Macau exports $1 billion a year, which is more than any Latin 
American country with the exception of Mexico and Brazil. Latin America 
has 1 per cent of world trade; Singapore has 2 per cent. Obviously, most 
Asian countries have been able to move from import substitution to export 
promotion in time. But, as mentioned earlier, the different behavior of 
Japanese multinational enterprises compared with U.S. multinationals 
may also be an important explanatory factor. 

To summarize further: the new trade theory argues that even if trade 
is gainful, there is a strong presumption that free trade is not the optimal 
policy for a country to follow; there will almost surely exist policy interven- 
tions which can raise a country's real income above the level that it would | 
obtain under free trade. There are therefore non-trivial gains to trade 
restrictions, trade subsidies and industrial subsidies. It explains why 
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government intervention can do what firms cannot do for themselves. But, 
obviously, there is a ready market for "bad" economic policies among special 
interest groups which will be favored by policies that are contrary to the 
general interest. There is a genie waiting to be let out of its bottle, and any 
advocate of an interventionist policy must evaluate that policy in the light 
of how it will actually be applied rather than how it ought to be applied.* 


New Developments in Practice 


New Forms of Investment. The post-World War II period stands 
out in the history of international investment. First, the volume of inter- 
national investment in developing countries has grown very rapidly in 
absolute terms, surpassing by far that which took place prior to World 
War I. Second, and this is contrary to what happened before 1914, this 
investment has predominantly taken the form of direct private investment. 
During the last 15 years or so, we have been able to witness a variety of 
new forms of international investment which have come to play an increas- 
ingly important role not only between industrial countries but also even 
more importantly between the industrial world and the developing world. 

New forms of investment are international investments in which 
foreign investors do not hold a controlling interest via equity participation, 
i.e., investments in which foreign-held equity does not constitute majority 
ownership. More specifically, new forms of investment refer to (i) joint 
international business ventures in which foreign-held equity does not 
exceed 50 per cent and (ii) various international contractual arrangements 
which involve at least an element of investment from the foreign firm's 
viewpoint, but which may involve no equity participation by that firm 
whatsoever, as is frequently the case with licensing agreements, manage- 
ment, service and production-sharing contracts, and occasionally with 
subcontracting and turnkey operations.> 

The link with the earlier more theoretical discussion in this article 
between new forms of investment on the one hand and the importance of 
technology, learning, externalities, etc., on the other, is immediately ap- 
parent. Indeed, the emphasis being put by the new forms on joint ventures, 
licensing agreements, management contracts and production-sharing con- 
tracts is consistent, or could be made to be so, with the emphases inherent 
in strategic trade policies. 

Three sets of major actors can be distinguished in the field of interna- 
tional investments. First of all, there are international firms, including the 


4, Anthony Venables and Alasdair Smith, “Trade and Industrial Policy under Imperfect Competition’, 
Economic Policy (October 1986). 

5. Charles Oman, New Forms of International Investment in Developing Countries (Paris: OECD 
Development Centre, 1984), p. 12. E i 
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major multinationals, based especially but not exclusively in industrial 
countries. Second, there are the international lenders, including especially 
private multinational banks, international financial organizations—most 
notably the World Bank, International Monetary Fund and regional devel- 
opment banks—and national public development finance institutions. 
Third, there are the host country elite, including the State, public enter- 
prises, and the private business and financial communities in developing 
countries. À new division of risks and responsibilities among these three 
major actors involved in North-South investment is gradually emerging so 
that in the long run, the new forms of investment may very well replace 
traditional international investment flows. 

This hypothesis can be put differently as follows. In many middle- 
income developing countries, there exists a tendency to minimize the 
foreign exchange cost of foreign investment resources while maximizing 
the contribution of those resources to domestic capital accumulation. This 
will undoubtedly result in these host countries seeking to "'unbundle" the 
traditional foreign direct investment packages of financial capital, em- 
bodied and disembodied technology, management and, where relevant, 
access to world markets. It may be reinforced because local firms and host 
governments wish to incur the foreign exchange costs of only those specific 
resources required, rather than the whole package. What we are now 
observing is that countries which have a relative abundance of local 
entrepreneurial and managerial talent may seek to minimize the foreign 
exchange cost of gaining access to high technology by negotiating joint 
ventures or licensing agreements with foreign technology suppliers. In 
return, suppliers get access to an important growing market. Similarly, a 
country may use new forms of investment to gain or facilitate access to 
world export markets for its primary and manufactured products. But, and 
this is a key point, the multinational firms which have traditionally 
dominated international investment in developing countries and relied 
heavily on foreign direct investment to do so may also find it increasingly 
more profitable for reasons of cost and risk reduction to rely more heavily 
on financial, non-equity or reduced equity forms of investment in develop- 
ing countries. 


Debt-Related Forms of Investment. The international debt crisis 
that has been with us since 1982 has had extremely negative implications 
for resource flows from the industrial countries to the developing world. 
This applies above all to Latin America and Africa rather than to Asia, and 
it is more important for commercial loans than for international invest- 
ments. In the period following the Mexican crisis of 1982, commercial credit 
(private lending) to developing countries declined. 

It was not until 1985/86 before some imaginative policy measures were 
added to reinforce rescheduling, additional financing and implementation 
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of better adjustment policies in debtor countries. This came to be called the 
"menu approach". The menu approach is in large part a testimony to the 
fact that it has been difficult for creditor governments, international 
institutions, commercial banks and debtor countries to balance their inter- 
ests and to reach a common ground for resolving the international debt 
problem. The menu includes a litany of measures such as new commercial 
lending, increased lending by international institutions, rescheduling, new 
money bonds, existing bonds, trade credits, project loans, debt-equity 
swaps and schemes such as the Mexico-Morgan Plan. 

Of particular interest for our purposes are the debt-equity swaps. A 
straight debt-to-equity swap is the conversion of Third World debt to equity 
in a domestic firm or into other assets. As such it is an alternative avenue 
for direct foreign investment or foreign portfolio investment. The attraction 
to the investor is that domestic currency is received at a discount from 
market rates for investment in the country. For the indebted country, 
debt-equity swaps have quite a few positive implications among which is 
that they encourage investments that would otherwise not occur. In other 
words, there is additionality. It also improves the quality of existing 
investments by providing strategic stakes—in projects or enterprise—to 
investors with valuable expertise and technology. 

Here again, and quite unexpectedly, we touch upon possibilities for 
developing countries to get hold of technology and management-organiza- 
tional skills. It is an illustration of how an apparently extremely negative 
situation can be turned to a country's advantage through the use of intel- 
ligent and imaginative policies. 


Trends in International Investments: Some Quantitative 
Evidence. Table 1 presents total international investments of Japan, the 
Federal Republic of Germany, the Netherlands and the United States 
between 1970 and 1987 in current U.S. dollars. À number of trends come 
out clearly. European countries have invested the overwhelming majority 
of their resources in member countries of the Organisation for Economic 
Co-operation and Development (OECD). This is particularly true for the 
Federal Republic of Germany and also for the Netherlands, although the 
latter country devoted about one fifth of total international investments to 
developing countries in the early 1970s. This leads to the interesting 
observation, and now also taking account of the data for the United States 
and Japan, that during the 1970s the industrial nations invested relatively 
more in the developing countries than they have done during the 1980s (see 
Table 2). 

Nearly one half of total U.S. international investments went to the 
developing countries in 1975, and for Japan this was nearly 60 per cent. In 
the 1980s, however, this trend was reversed, more clearly so for the United 
States, but it is also true for Japan where we observe a declining trend in 
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Table 1: Direct Investment Abroad: Capital Outflows 














($ million) 
1970 1971 1972 1973 1974 1975 1976 1977 1978 

Japan 

Total 904 858 2,338 3,494 2395 3,280 3,462 2,806 4,598 
Developed countries 646 405 1,374 1,419 831 1,397 1,228 1,105 1,893 
Europe 335 84 935 337 189 333 337 220 323 
United States 94 216 356 801 498 846 663 686 1,282 
Developing countries 257 452 959 2,062 1560. 1,880 2223 1,694 2,696 
Latin America 46 140 282 822 699 372 420 456 616 
Middle East 28 36 236 110 64 196 278 225 492 
Other Asia 167 287 401 998 131 1,100 1,245 865 1,340 
Africa 14 21 34 106 55 192 272 140 225 

Germany, Federal Rep. of 

Total 2,008 2,454 2,206 3,605 
Developed countries 
Europe 
United States 
Developing countries 

Netherlands 

Total 551 499 134 904 1713 1,650 1118 1,628 2,569 
Developed countries 439 255 561 646 1,952 1,280 863 1,108 2,136 
EEC 331 402 423 593 1,055 921 519 TI 1,266 
United States 48 29 146 -18 232 318 242 204 733 
Japan 8 x 2 we is as - d 7 
Developing countries 112 243 173 258 362 369 255 520 433 
Netherlands Antilles 255 

United States 

Total 7589 7,617 7,146 11,353 9,052 14,244 11,949 11,893 16,056 
Developed countries 5,212 5433 5681 9987 10669 7,699 8,919 7,866 10,555 
Europe 3,0380 3,424 3,030 6,577 6,432 4,584 5,492 5,829 7,820 
United States * x is 5 ss Bs "s s x 
Developing countries 1,717 1,562 1,611 716 -2,732 6,815 3,050 4,192 5,587 
Latin America 1,032 1,069 917 1,645 3,353 2,866 1,762 3,949 4,014 
Africa 
Middle East 
Other Asia 

.. = not available. Continued next page 
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Table 1— Continued 








1979 1980 1981 1982 1983 1984 1985 1986 1987 








Japan 

Total 4,995 4,608 8,932 7,703 8,145 10,155 12,217 22,820 33,384 
Developed countries 2,500 2,613 3,723 4,182 3,868 5,600 7,916 14,884 23,276 
Europe 495 578 798 876 990 1,937 1,930 3,469 6,576 
United States 1,345 4,484 2,354 2,738 2,565 3,359 5,395 10,165 14,704 
Developing countries 2,489 2,077 5204 3,514 4276 4,551 4,290 7435 10,088 
Latin America 1,207 588 1,181 1,503 1,878 2,290 2,616 4,737 4,816 
Middle East 130 158 96 124 175 273 45 44 62 
Other Asia 976 1,186 3,339 1,385 1847 1,628 1435 2,327 4,868 
Africa 168 139 573 489 364 326 172 309 272 


Germany, Federal Rep. of 





Total 4493 4,006 3,862 2,481 3,170 4,389 4,804 9,348 9,159 
Developed countries n - " m . 9,700 4,464 9,344 8,348 
Europe 22 dá P x . 2,080 1,736 4,090 3,503 
United States ES x 5 se 1,366 2,587 4,752 4,372 
Developing countries uc & " as 2 689 318 -6 807 

Netherlands 

Total 3,228 3914 3,712 2,642 2,189 2,620 3,468 4,244 7,162 
Developed countries 3,010 3516 3340 2,396 2,026 2,397 2,785 3,973 6,932 
EEC 1853 2,263 2,050 1,295 1,266 1,736 1,605 2,946 2,920 
United States 897 906 860 956 695 512 1,038 417 3,075 
Japan 0 7 10 1 30 17 55 -18 49 
Developing countries 218 397 372 245 162 224 683 270 231 
Netherlands Antilles 77 181 119 -31 -34 16 234 109 67 

United States 

Total 25,222 19,222 9,680 -2,369 373 2,821 17,267 28,047 
Developed countries 18,191 17,893 5,857 -21 2,135 1,101 13,366 20,512 
Europe 12,259 13,011 5,191 1,506 525 47 18,718 16,452 
United States 803 19 481 243 1,257 —361 1,165 1,884 
Developing countries 6,967 1,150 3,156 -2,456 —1,943 2,382 3,799 8,233 
Latin America 3,862 2,833 -37 -5,138  -3,692  -171 3,838 7,450 
Africa és M 7 565 15 276 -3  -155 
Middle East T =: m 203 867 607 -90. 533 
Other Asia is 5 . 1,913 867 1,670 54 405 

.. = not available. 


Sources: Japan: Ministry of Finance, Financial and Monetary Statistics Monthly; Federal Republic of 
Germany: Deutsche Bundesbank, Statistiche Beitreftezuden Monatsberichten; Netherlands: De 
Nederlandsche Bank, Annual Report; and United States: U.S. Department of Commerce, Survey 
of Current Business. 
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Table 2: International Investments of Four Countries by Region 
(Percentages) 


1970 1975 1980 1985 1986 1987 


Japan . 

To industrial countries 71 43 56 65 67 70 

To developing countries 29 57 44 35 38 30 
Federal Republic of Germany 

To industrial countries = = i 93 100 91 

To developing countries 2 $ - 7  -0.6 9 
Netherlands 

To industrial countries 80 78 90 90 94 97 

To developing countries 20 22 10 20 6 3 
United States 

To industrial countries 69 54 98 TT 78 

To developing countries 22 46 6 22 27 


.. = not available. 


Sources: Japan: Ministry of Finance, Financial and Monetary Statistics Monthly; Federal Republic of Germany: 
Deutsche Bundesbank, Statistische Beitrefte zu den Monatsberichten; Netherlands: De Nederlandsche 
Bank, Annual Report; and United States: U.S. Department of Commerce, Survey of Current Business. 


relative terms of international investments going to the developing 
countries during the 1980s. 

These trends reflect the relative optimism of the 1970s about the 
growth potential of the Third World and the declining confidence, par- 
ticularly with respect to Latin America and Africa, during the 1980s. It is 
interesting nevertheless to observe that Japanese international invest- 
ments seem to be swinging back again in favor of Latin America. In 1987 
total Japanese direct investments to Latin America and to Asian countries 
were at exactly the same level, i.e., close to $5 billion. This is, of course, 
much lower than Japanese investments in the United States but not very 
much lower than Japanese investments in Europe which stood in 1987 at 
$6.5 billion. Japanese international investments in 1987 increased steeply 
compared with the previous years. Nevertheless, the major share of 
Japanese investments continues to be directed to the United States. The 
relatively high figure for Latin America is partly explained by the fact that 
Japan exports capital to such tax and financial havens as Panama, the 
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Bahamas and Cayman. The global figure for Asia hides the fact that there 
is a strong growth of Japanese investments in the People's Republic of 
China, Hong Kong and Australia, as well as in the other Asian newly 
industrializing economies (NIEs), but figures for the totals of the Asian 
NIEs remain at relatively low levels. 

f In regard to Japanese direct overseas investment, there have been 
many reports of Japanese firms exporting equipment to the Asian NIEs 
and other countries as part of setting up direct investment operations. If 
Japanese direct overseas investment continues to mount, as seems likely, 
this could potentially have large export replacements, and import augmen- 
tation, effects. More and more Japanese international investments are 
made in order to export goods back to Japan (international investments for 
imports). 

The above can be further illustrated by some anecdotal evidence. 
Japan's nine automakers have built or are building plants in North 
America. By 1990 they are expected to produce around 2.1 million vehicles 
a year, almost doubling capacity (Japan currently exports around 2.2 
million cars to the United States). These activities are being led by Honda, 
which plans to export cars to Japan from the United States. Indeed, Japan 
has already begun to import some cars from Mitsubishi in Australia. Other 
Japanese companies now exporting to Japan from the United States in- 
clude Honda (motorcycles) and Sony (TV tubes). Furthermore, Japanese 
electrical appliance manufacturers are now commissioning the production 
of color television sets in Taipei, China.® In 1986 there were 47 instances 
of Japanese purchases of U.S. companies, subsidiaries or joint ventures, 
almost twice that of 1985. The Long-Term Credit Bank of Japan survey of 
737 Japanese companies found that more than 40 per cent of the companies 
said they planned to set up a foothold overseas in the next few years. In 
December 1987 the Japanese government announced the creation of a 
$2 billion fund called the ASEAN-Japan Development Fund, which is 
designed to promote private sector development in ASEAN countries, 
regional cooperation, and will be made available over the next three years. 
The Fund would be aimed at promoting private sector joint ventures 
between Japanese companies and companies in the ASEAN countries. It 
remains true, however, that according to rough calculations made by the 
Japan External Trade Organization (JETRO), only 4 per cent of Japanese 
companies' production is made outside of Japan compared with 20 per cent 
for Federal Republic of Germany firms and 17 per cent for U.S. firms. But 
the acceleration toward production abroad of Japanese firms is very im- 
pressive indeed. 

I have dwelled at some length on Japanese direct investment abroad 
because it is here that we can observe the most interesting developments. 


6. References to Taipei, China are to the island of Taiwan. 
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In the case of the United States, the bulk of international investment is to 
Europe. There was disinvestment in Latin America between 1981 and 1984, 
but as of 1985 positive U.S. investment in Latin America is again taking 
place. 

These data indicate that protectionism plays a less important role in 
the decision to invest abroad than may have been the case in the past. The 
driving force behind international investments is becoming more and more 
the reallocation of industrial and service activities according to the 
criterion of labor cost as well as total cost of production. 


International Investment, Trade and Protectionism 


The discussion in this article suggests that in the field of international 
investments, the trend is away from import-substituting international 
investments, even away from traditional export-promotion investments, 
and toward what may be called "reimporting international investments". 
It is true that this latter trend is visible mainly in the case of-Japan. But 
also in the case of Europe and the United States of America, the trend is 
toward international investments of'an "offensive" nature, with as their : 
main objective not conquering a national market but tilting the global 
market in their favor. 

These trends are also indicated in the single most useful recent study 
analyzing past experience and which documents the relationship between 
the measured sources of industrial growth and changes in the trade regime 
in nine semi-industrial countries in the 1950-1975 period." In this study, 
the authors show that there is a typical sequencing: "Periods of significant 
export expansion are almost always preceded by periods of strong import 
substitution".? Another highlight of the study—and this is important in the 
context of this discussion—is the importance of the availability of foreign 
capital at the time when a shift from import substitution to export promo- 
tion was successfully taking place, for example in the cases of Israel; 
Republic of Korea; and Taipei, China. Particularly striking is the fact that 
the leading industrial sectors remain largely the same—though different 
in each country—as the switch from import-substitution to export-expan- 
sion policies and performance occurred in the Republic of Korea; Turkey; 
and Taipei, China. This would seem to lend support to infant industry 
and/or infant economy arguments for industrial protection, especially when 
it builds technological capacity and interindustry linkages.? 


7. Hollis Chenery et al, Industrialisation and Growth; A nee Study (New York: Oxford 
University Press for the World Bank, 1986). 

8. Chenery et al., op. cit., p. 178. 

9. Ibid., pp. 178-187 and 224, 
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It is becoming apparent on the international scene that policies judi- 
ciously combine export-promoting and protectionist measures. It seems 
that the trend is in a direction where the clear-cut distinction between free 
trade on the one hand and protectionism on the other becomes more and 
more blurred. It.can no longer be maintained, in spite of World Bank 
orthodoxy, that free trade and liberalization increase the overall welfare 
effects and that protectionism and other defensive mechanisms decrease 
them.!? Contrary evidence is shown empirically in the above-mentioned 
study. 

A paradoxical trend may now be observed. National investments in 
more and more developing countries, and in particular in the bigger 
developing countries, are focusing on the mastery of sophisticated tech- 
nologies, including the so-called new technologies. At the same time, 
international investments are attracted to those countries for labor cost 
reasons, to reallocate industrial activities and to either import the goods 
in the home country or to look outward to conquer the global markets. This 
apparently contradictory trend may soon turn into an open conflict. The 
debate here is whether the new technological revolution will benefit the old 
industrial nations by turning back the evolution of the international 
division of labor of the past 20 years, or whether the first and second 
generation NIEs will be the beneficiaries by seeking out important parts 
of the global markets. The Asian NIEs have shown that this can be done. 
And there is no reason why the second generation NIEs will not be able to 
do so. 

In the face of the increasing economic power of the Asian NIEs, Japan 
shows an offensive rather than a defensive attitude. It has increased its 
international investments in the region to reallocate industrial activities 
which will to a large extent involve reimports in Japan. Also, the first 
generation of Asian NIEs have begun reallocating industrial activities to 
less-developed countries in the region, namely the ASEAN countries as well 
as the People's Republic of China. À formidable regional economic and 
technological machine is in the making. The United States and Europe 
react much more defensively and if thinking and policies do not make more 
progress than hitherto, the result may very well be growing protectionism 
in Europe and in the United States in order to defend themselves from the 
"menace" of the newly industrializing nations, present and those to come. 
This in turn will result in more "old-fashioned" international investments, 
mainly from Asia, in Europe and in the United States. 

And so the Pacific age—mainly for the Western Pacific Rim—will have 
become a self-fulfilling prophesy! 


10. See World Bank, World Development Report 1987 (New York: Oxford University Press, 1987). 


Trade in Services and 


Asian Developing Economies 
M.G. Quibria* 


he world economy has been undergoing rapid structural transfor- 
mation for the last three decades. The service sector, which has 
often been neglected in most economic discussions, has come to 
play an increasingly important role in this transformation. This 
is most visible in major developed economies, many of which have passed 
- from the stage of industrial societies to that of service societies. For 
instance, in the United States, almost 70 per cent of total output stems 
from the service sector, while in most western European countries, services 
account for between 55 and 60 per cent of national output. A similar 
transition has taken place in other developed economies. The exception 
seems to be Norway, where the relative importance of services has declined 
(due to the exploitation of North Sea oil). Similarly, in terms of employ- 
ment, there has been a concomitant increase in the role of services, the 
increase being most dramatic in the last 20-30 years. In many developed 
countries, the share of services in total employment is more than 60 per 
cent and in some it has reached 70 per cent. Most Asian developing 
economies, however, are predominantly agricultural and are now making 
strides toward industrialization. As the role of industries has become 
increasingly greater in recent years, so has that of services. Barring a few 
exceptions, such as Singapore and Sri Lanka, the importance of the service 
Sector as a source of income and employment has expanded significantly in 
the last 30 years. 
The increasing relative importance of services in both domestic pro- 
duction and employment in the world economy has had ramifications for 
international transactions. In the post-1980 period, trade in services has 


* Senior Economist, Economics and Development Resource Center, Asian Development Bank. The 
author is grateful to H. Choo, A.LA. Islam, J.M. Dowling, Jr., A.H.M.N. Chowdhury, Y. Iwasaki, 
J.S. Lee, E.M. Pernia, M. Thant, and Ophelia Yeung for useful comments and suggestions on earlier 
drafts of the article. 
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in general grown faster than merchandise trade, although individual 
country experiences vary. However, as with commodity trade, trade in 
services is encumbered by many restrictions. This situation is unacceptable 
to many developed countries, particularly the United States, with an 
emerging comparative advantage in trade in services. According to the U.S. 
view, such trade should, and has indeed come to, constitute an integral part 
of the ongoing Uruguay Round of multilateral trade negotiations under the 
General Agreement of Tariffs and Trade (GATT).! It stresses the need for 
a legal framework of rules to make trade in services as free and open as 
possible, through gradual elimination of barriers to such trade. Since 1986 
negotiators from both developed and developing countries have been en- 
gaged in an intense effort to explore issues relevant to international trade 
in services. The expected outcome of the Group of Negotiations on Services 
(GNS) under the aegis of the Uruguay Round is to arrive at a set of 
principles, which would constitute the basis of an agreement on trade in 
services, to be concluded by the end of 1990. If this agreement is success- 
fully negotiated and liberalization in services occurs (even if it takes many 
years to be fully effective), developing economies in Asia, as with those 
elsewhere, will be affected in significant ways. 

A main objective of this article is to review some important economic 
issues in trade in services, especially in relation to the Asian developing 
economies. It first defines the concept of services, including the distinguish- 
ing characteristics, typologies and pricing process.? In addition to setting 
the stage for discussion on trade liberalization in services, this conceptual 
exploration helps to determine whether services warrant a different treat- 
ment from goods in trade theory. More important, it helps to define the 
scope of negotiations on trade in services. The article then examines the 
Structure of Asian developing economies, the evolution of these economies 
in the light of stylized facts of development and the nature of their 
international trade in goods and services. Next, it investigates the pros- 
pects of increased trade in services and its ramifications for the develop- 
ment of Asian developing economies. It concludes with a brief discussion 
on the progress of GNS achieved so far and the prospects of a successful 
agreement on trade in services in the Uruguay Round of multilateral trade 
negotiations. 


1. It would be unfair to suggest that there is a perfect identity of views among industrial countries. 
The U.S. position on trade liberalization is due to the structural transformation taking place in its 
economy in fields such as telecommunications, insurance and banking. See, for example, M. Abrue, 
Developing Countries and Uruguay Round of Trade Negotiations: Proceedings of the World Bank 
Annual Conference on Development Economics 1989, Supplement to the World Bank Economic 
Review and the World Bank Research Observer (1990), pp. 21—46. Despite differences, however, the 
U.S. view has been supported by all major industrial countries. 

2. Unfortunately, there is yet to emerge a universally accepted definition of services. Therefore, 
any discussion of trade in services must begin with a definition of the term. 
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Conceptual Issues 


Definition of Services. The concept of services, as distinguished 
from goods, is not easily defined. It has been noted that "services are a 
nebulous concept, frequently embracing activities which have differential 
and opposed characteristics."* A number of distinguishing characteristics 
of services have been cited in the economics literature. 

First, services have to be produced and consumed simultaneously, 
whereas goods need not be so. Thus, "one essential feature of goods produc- 
tion is that outputs which are produced are capable of being subsequently 
traded; that is, the outputs consist of objects whose ownership may sub- 
sequently be exchanged with other economic units".* Second, it was noted 
that services are in general non-storable while goods are storable.5 How- 
ever, it should not be construed to mean that services are highly perishable 
and therefore, cannot be stored. Rather, "the inability to stock services has 
nothing whatsoever to do with the physical characteristics: it is a logical 
impossibility because a stock of changes is a contradiction in terms".$ 
Third, it has been argued that the differentia specifica between goods and 
services lies in the question of appropriability.’ Transactions in goods 
establish rights over objects, whereas services do not establish such rights 
Since services (being changes that affect the user) are only the object of 
obligations. The obligation is contingent on one's intention to deliver 
according to certain specifications. As there is a great variety of specifica- 
tions, services are more heterogenous than goods. Moreover, because of this 
heterogeneity, services are ordinarily more subject to asymmetric informa- 
tion than goods. Fourth, services are in general intangible while goods are 
tangible. In the case of commodities, the output takes the form of a physical 
entity; in the case of services, the output entails only a qualitative improve- 
ment of some good owned by a consuming unit. 

It may be noted that the general conception of services as non- 
tradables derives from their special characteristics that they are intan- 
gible, non-storable, and cannot be transported nor accumulated; hence, 


3. J.N. Bhagwati, "Splintering and Disembodiment of Services and Developin Nations", in Wealth 
and Poverty, ed. Gene Grossman (Cambridge, Mass.: MIT Press, 1984) Chapter 1, pp. 92-102. 

4. T.P. Hill, "The Economic Significance of the Distinction Between Goods and Services" (Session 
Paper at the Twentieth General Conference of the International Association for Research in Income 
and Wealth, August 1987). 

5. This was noted by I. Kravis, Series in the Domestic Economy and in World Transactions, Working 
Paper No. 1124 (University of Pennsylvania: National Bureau of Economic Research, 1983). There 
are, however, some services which are now storable; for example, messages can be stored and 
answered by “answering services". 

6. T.P. Hill, "On Goods and Services," Review of Income and Wealth, vol. 23 (1977), pp. 315—338. 
Quotation is from p. 337. 

7. P. Yotopoulos, "Comment on John H. Dunning ‘Trade and Foreign-Owned Production in Services: 
Some Conceptual and Theoretical Issues”, in Services in World Economic Growth, Symposium 1988, 
ed. Herbert Giersch [Tübingen: J.C.B. Mohr (Paul Siebeck), 19881. 
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they need to be produced and consumed simultaneously. With the advent 
of new technology as well as dramatic improvements in transportation, 
however, many services have assumed increasing tradability. This greater 
tradability owes to the simple fact that new technology has enabled pro- 
ducers to produce at one place, consumers to consume at another place— 
thereby obviating the need for simultaneous production and consumption 
of services, a factor which has traditionally been a great impediment to 
increased trade. 

While the above catalogues some broad points of distinction between 
goods and services, these points are far from clear-cut. With technological 
innovations, the distinction is becoming increasingly blurred. Indeed, there 
is a continuum between the two, the extremes being pure goods and pure 
services.? This renders the task of defining goods and services in a precise 
and comprehensive manner more difficult. But at the same time, the 
resolution of some important issues relating to liberalization of interna- 
tional trade in services is contingent on such a definitional distinction. 


Typology of Services. As services generally require simultaneous 
production and consumption, interaction between the user and the provider 
is the natural outcome. In the case of commodities, however, the producer 
can produce and store at one time and then transact with users at a 
subsequent time. The "interaction" property of services helps to distinguish 
them into two types: those which require physical proximity of the user and 
the provider; and those which do not, although such proximity could be 
useful (see Chart). 

The class of "no-distance" service for which such proximity is essential 
can be divided into three sub-categories. The first is the case of mobile 
provider and immobile user, which requires that the provider goes to the 
user while the reverse mobility is not physically feasible. Some notable 
examples are the overseas construction firms moving across countries to 
provide services, and the suppliers of labor services as in the case of the 
Middle East and services from domestic workers, decorators, plumbers, 
taxis and doctors on house visits. The second sub-category consists of 
mobile users and immobile providers such as retail outlets, garages, sta- 
tions, airports, schools and clinics. Another example is the case of students 
who avail themselves of educational facilities in foreign countries. The 
third sub-category consists of mobile users and mobile providers; for this 
kind of service, mobility is symmetrically possible. Services such as hair- 
cuts, tailoring and lectures can be located in either direction—of the 
provider or the user—but the actual location will depend on cost considera- 
tions. There is also a class of service which requires the provider of the 


8. Yotopoulos, op. cit., p. 152. 
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Chart 
Typology of Services 
No Distance Long Distance 
Mobile provider Mobile user ` Immobile provider Immobile provider 
and immobile and provider and mobile user and user 


user 


service to move to the user, as a physical or financial necessity. This class 
has been described as "temporary-factor-relocation-requiring" services; 
migrant workers in the Middle East are a good example.? 

The "long-distance" type of service does not necessarily require physi- 
cal proximity, though physical proximity between the provider and the user 
may be useful. Live broadcasts, transborder data transmissions, and tradi- 
tional bank and insurance services fall under this category. The scope of 
long-distance service transactions has greatly increased with the advance 
of technology.!? Physical proximity between the provider and the user 
contributes substantially to efficiency and allows a wide range of possible 
transactions, especially in banking. In legal services, continuous interac- 
tions between client and lawyer are essential for efficient service, although 
these interactions can take place through telecommunications. It may be 
noted that the issue of whether the movement of either provider or user of 
the service is required is especially pertinent to the analysis of the relation- 
ship between trade and international factor movements involving the 
provision of services. In "long-distance" services, there is no need for any 
direct foreign investment or movement of labor. 

Services can also be classified according to their degree of technologi- 
cal "progressiveness". Based on this criterion, services have been divided 
into three broad classes: (i) stagnant personal services, e.g., haircuts, 
teaching and live artistic performance; (ii) progressive impersonal services, 
e.g., telecommunications; and (iii) asymptotically stagnant impersonal 


9. J.N. Bhagwati, "Trade and Services and the Multilateral Trade Negotiations", The World Bank 
Economic Review, vol. 1 (September 1987), pp. 549-569. 

10. Indeed, with technological innovations, the traditional boundaries between telecommunica- 
tions and informatics seemed to have vanished, leading to the emergence of the so-called telematics, 
which greatly increased transborder data transmission, both commercial and corporate. 
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services, e.g., broadcasting, computation, and research and development.!! 
In stagnant personal services, quality is highly correlated with effort; 
consequently, direct contact between the consumers and the providers of 
the service is essential. The quality of these services is often very difficult 
to define, let alone standardize. Improvement in productivity is often very 
slow. Ás a result, many stagnant services are often eliminated by other 
products with superior performance. Progressive impersonal services, 
which do not require any direct contact between the consumers and the 
providers of these services, constitute the other end of the spectrum. These 
services undergo continuous technological innovations with their real costs 
often falling exponentially over the years. The third type of service is an 
amalgam of the progressive and stagnant services. Experiences with such 
services indicate that they have phases in their process of evolution, 
outperforming others in productivity in one phase but possibly stagnating 
in another. The distinguishing feature of an asymptotically stagnant ser- 
vice is its two conflicting ingredients. For example, television or radio 
broadcasting has both a progressive ingredient (transmission) and a stag- 
nant one (production of the programs that are transmitted). 


Splintering of Goods and Services. As economies grow, their struc- 
tures change; this brings about splintering of goods and services arising 
from technical progress and economies of scale. Splintering is not a one-way 
process—goods may splinter from services and vice versa. It has been 
argued that the splintering of services from goods is "simply a consequence 
of the way industry-of-origin services are identified. Any intrafirm trans- 
actions, even when they partake of the nature of services otherwise so 
defined, are automatically classified as part of that firm's output" .1? 

As economies of scale lead to specialization, services are produced 
separately from goods; consequently, services are taken out of the (goods 
producing) firm and become part of interfirm transactions. This causes a 
shift in the relative proportion of goods and services in the industry in favor 
of the latter. Some implications of the above may be noted. First, since 
specialization results from economies of scale, the services which emerge 
from this type of splintering process from goods are usually technologically 
progressive (as they are part of the process of dynamic change of the 
economy). Second, since the source of growth of these services is specializa- 
tion in outside-firm activities, it is independent of demand influence, such 
as the growth emanating from a high income elasticity of demand for 
services. 


11. W. Baumol, "Productivity Policy and the Service Sector", in Managing the Service Economy: 
Prospects and Problems, ed. Robert P. Inman (New York: Cambridge University Press, 1985). 

12. See J.N. Bhagwati, "Splintering and Disembodiment of Services and Developing Nations", in 
Wealth and Poverty, ed. Gene Grossman (Cambridge, Mass.: MIT Press, 1984), Chapter 1, p. 96. 
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With technological progress, as services splinter from goods, so do 
goods from services. For example, technology has made it possible for the 
"music" service industry to produce gramophones and records, the latter 
being goods and commodities. Evidently, technological revolution in infor- 
mation and communication industries has made the disembodiment effect 
an increasingly important phenomenon. 


The Pricing of Services. As goods differ from services in important 
ways, so do their pricing. As a service once produced cannot be sub- 
sequently exchanged, it excludes the possibility of retrading. This feature 
has important implications for pricing in the sense that while price dis- 
crimination is limited in the case of goods, it is widespread in the case of 
services. It is somewhat obvious that a provider who is in a position to 
practice price discrimination must be no worse off than one who is obliged 
to sell his output at a single price. It is a well-known economic fact that a 
producer who is able to practice price discrimination can increase profits 
when confronted with consumers with different demand functions. 

Inthe case of services, price discrimination seems to be the rule rather 
than the exception, as indicated by the following illustrations:!4 


G) Inthe fields of health and education, it is common to charge fees 
according to income or some other attribute of the consumer 
such as family size. However, in some countries, there are both 
market and non-market provisions for these services. This is an 
important manifestation of price discrimination in which 
selected consumers are charged zero prices. In higher educa- 
tion, price discrimination seems widely prevalent, with dis- 
crimination based on income level and residential status 
(foreign and domestic). 


(ii) The pricing policies adopted by transport enterprises, whether 
public or private, are generally highly discriminating. Some- 
times, different prices are charged for different tickets. Some 
differences can be explained by variations in quality, but not all. - 
A good part of the differences can be explained by disguised 
price discrimination. 


18. Some services may splinter from other services as well. See J. Waelbrock, "International Trade 
in Services: Comments", in The Emerging Service Economy, ed. Orio Giarini (Oxford: Pergamon 
Press, 1987). 

14. T.P. Hill, "The Economic Significance of the Distinction Between Goods and Services" (Session 
Paper at the Twentieth General Conference of the International Association for Research in Income 
and Wealth, August 1987). 
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(iii) In hotels and restaurants (especially in the former), price discri- 
mination is extensively practiced between business and private 
clients. While it can be argued that price differences reflect 
differences in conditions of sale, some, or perhaps most of them, 
reflect price discrimination. 


(iv) In business services, e.g., lawyers, accountants and consultants, 
it is common to discriminate between business and private 
clients as well as between different categories within the two 
groups. Sometimes, lower fees for poorer clients may be 
motivated by a strong social conscience, but they may simply 
reflect profit maximizing behavior (charging poorer clients 
lower fees also happens to coincide with what economic theory 
recommends for profit maximization). 


(v) Financial institutions also tend to vary their charges and inter- 
est rates according to the type of customer. Here again, it may 
be argued that the differences reflect the different attributes 
such as the degree of creditworthiness. But they may also reflect 
a kind of disguised price discrimination. 


While it is easy to cite many more examples of price discrimination, 
it is rather difficult to trace their general equilibrium and welfare implica- 
tions. There is a range of economic issues in this regard which have yet to 
be addressed satisfactorily. These include: in the presence of extensive 
price discrimination, can the price mechanism be relied upon to ensure an 
efficient allocation of resources? How does the introduction of greater 
competition in the form of liberalization of international transactions in 
services affect domestic resource allocation as well as growth? 


Possibilities of International Transactions in Services. At 
present, there is a good deal of discussion for a multilateral framework to 
liberalize trade in services. The underlying presumption is that trade in 
services is similar in fundamental ways to trade in goods, and therefore all 
the theories about the advantages of free trade apply also to services. 
However, there has been some disagreement regarding this view. It has 
been argued that since services cannot be generally stored, they cannot be 
traded between different agents even within a single economy, let alone 
different economies. Therefore, "the idea of exchanging services, once 
produced, is nonsensical”.15 Consequently, the traditional argument for 
gains from trade has little relevance for services. Gains from trade, as this 





15. Hill, op. cit. 
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line of argument contends, arise whenever there are divergences in the 
marginal rate of substitution between commodities among different in- 
dividuals. In such a case, a redistribution of goods makes everyone better 
off. However, in the case of services, once they are produced, they cannot 
be either traded or redistributed. According to the above line of argument, 
trade in services is like a mirage. The activity in question is production 
rather than exchange; it would, therefore, be more appropriate to refer to 
the activity as international production and consumption of services rather 
than trade in services. 

However, the above discussion should not be construed to imply that 
there cannot be any international dimension to service production; in fact, 
the producer and the consumer could be from different countries. It is 
possible for a resident producer to deliver a service to a non-resident 
consumer. In this sense, international transactions in services may take 
place while this may not be interpreted as trade in service in the strict 
sense of the term. Thus, on closer examination, the disagreement appears 
to be based more on semantics than on substance. For the purpose of the 
present discussion, however, trade in services is defined as international 
transactions in services between resident producers and non-resident con- 
sumers, no matter where the transactions take place. 

Keeping the above caveats in mind, the relevance of the theory of 
comparative advantage to trade in services is worth considering. The 
general view seems to be that the theory of comparative advantage, as 
formalized in the Heckscher-Ohlin model, may be applicable as much to 
trade in services as it is to trade in goods. The theory requires that a 
country with a comparative advantage in a product reallocate resources to 
increase domestic production and export that product. However, increasing 
domestic production of a service in which a country has a comparative 
advantage would be beneficial only if the excess production can be exported. 
The extent to which most service production can be concentrated is severely 
limited by the types of constraints referred to earlier. It would therefore be 
interesting to investigate how the theory of comparative advantage fares 
as the theory of international transactions in services, bearing in mind that 
traditional trade theory rests on the assumption that factors of production 
are not mobile across countries. 

In one analysis, it has been argued that, notwithstanding the special 
characteristics of services, the theory of comparative advantage applies 
equally well to services, and the conclusion reached that there is a clear 
gain from trade in services.!9 In this context, comparative advantage is 
defined as requiring that countries export the goods which made intensive 


16. A.V. Deardorff, "Comparative Advantage and International Trade and Investment in Services" 
(University of Michigan, 1984, Mimeographed). I 
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use of factors of production which are relatively cheap in an autarky.!? In 
this analysis, three distinct cases are examined: (i) when trade in services 
is complementary to goods; (ii) when a certain commercial presence of the 
exporting country is required in the importing country; and (iii) when the 
service must be produced in the importing country, even though the input 
of some factors takes place from a distance. The implication is that 
although the theory of comparative advantage applies equally well to 
services, it must be supplemented with other analyses.!? 

If it is granted that the concept of comparative advantage applies 
equally well to international transactions in services as to goods, there is 
a strong presumption that countries may realize substantial gains from 
liberalization of trade and factor movements related to services.!1? Gains 
from trade liberalization arise from a better allocation of resources within 
and between countries. The magnitude of the gains will depend, however, 
on the extent of liberalization and the list of services included in liberaliza- 
tion. However, the measures to liberalize trade in services are quite dif- 
ferent from measures to liberalize trade in goods. The central issues in 
international transactions in services, therefore, are: (i) the right of non- 
resident producers to operate on equal terms with resident producers; and 
(ii) the right of resident consumers to choose to purchase services from 
non-resident producers. The right of non-resident producers to operate on 
equal terms with resident producers raises a host of issues such as the 
"right to establish" (the right to open up a new business in a foreign 
country), the international mobility of factors, the elimination of dis- 
crimination in the award of production licenses and the elimination of 
preferential treatment for resident producers in government procurement. 
The right of consumers to acquire services from non-resident producers is 
mainly concerned with the free movement of persons which involve issues 
such as emigration and immigration controls and currency restrictions. It 
may be noted that, in many instances, the distinction between internation- 
al trade in services and international mobility of labor and capital becomes 
unclear. 


17. See P.H. Gray, "Services and Comparative Advantage Theory", in Services in World Economic 
Growth, Symposium 1988, ed. Herbert Giersch (Tübingen: J.C.B. Mohr (Paul Siebeck), 1988]. Gray 
objects to tbis definition of comparative advantage based on the factor-proportions model of 
international trade. He notes that the principle of comparative advantage states that firms will 
export those goods in which they are relatively cost efficient. The factor-proportions model is only 
one, although the most accepted, explanation of the causes in the difference in relative efficiency in 
production. According to Gray, this distinction is important to avoid confusion. 

18. In recent years, the so-called theory of intraindustry trade has been increasingly put forward 
to explain intraindustry trade between countries. The theory is based on two postulates: (i) that 
economies of scale internal to a firm are so large that they cannot be exhausted in a single market 
(and thus require trade for full exploitation); and (ii) that there is product differentiation of the type 
associated with Chamberlainian monopolistic competition. 

19. Incertain services which feature both internal and external economies of scale, free trade may 
be non-optimal. However, the notion of non-optimality should be carefully applied: what is non- 
optimal from a comparative static point of view may be optimal from a dynamic point of view. 
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Because ofthe essential link between services and internationalfactor 
mobility, the issue of liberalization of trade in services is fraught with more 
obstacles than liberalization of trade in goods. As services entail factor 
mobility, the government can exclude or impede service transactions by 
simply excluding or impeding factor mobility. À consistent policy of free 
trade in both goods and services would entail the elimination of all restric- 
tions on the movement of people who provide a service, at least on a 
temporary basis, i.e., while the service is being provided. Therefore, restric- 
tions on service transactions entail more than restrictive border measures 
on trade such as tariff and non-tariff barriers. This is related to the issue 
of the "right to establish" domestic outlets and involves a continuum of 
factor-mobility phenomena which include both capital and labor mobility. 
It is important to underscore the symmetry between capital and labor as 
factors of production which may cross borders in order to deliver a service. 
Exclusion of services that require significant temporary relocation of labor 
would, however, rule out the range of services in which developing 
countries have discernible comparative advantage. As noted earlier, the 
principle of comparative advantage applies as much to services as to goods. 
Nonetheless, regulation is much more pervasive in regard to services than 
goods; there is hardly any harmonization of regulatory provisions across 
national borders. 

The most important difference between goods and services in regard 
to regulations is that for services, the regulations often apply to the provider 
of the services, whereas in the case of goods, they apply to the product itself. 
Thus, with trade in goods, it is possible for foreign suppliers to meet national 
regulations by manufacturing in accordance with national standards. How- 
ever, that is not necessarily the case with trade in services. The regulatory 
difference between goods and services implies that while local estab- 
lishment by a foreign provider to supply a service will permit the fulfill- 
ment of a local regulatory criteria, sale of such services from a foreign base 
with less stringent regulatory criteria will not. Thus, this particular dif- 
ficulty of regulation arises in the case of long-distance transactions.”° 

Apart from the aforementioned difficulty, the issue of trade liberaliza- 
tion is further compounded by the fact that some services such as banking 
are regarded by many developing countries as part of their infrastructure 
which they must control for political reasons.?! Similarly, transborder data 
flows and information sectors are regarded by many developing countries 
as sensitive areas bordering on "national security". In other words, there 


20. J.N. Bhagwati, "Trade and Services and the Multilateral Trade Negotiations", The World Bank 
Economic Review, vol. 1 (September 1987), p. 556. 

21. However, it should also be noted that many services such as banking and insurance are 
intermediate inputs, and protecting these services is equivalent to increasing the domestic price of 
these services. 
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is a whole range of activities which many developing countries consider to 
be outside the purview of economics. This sensitivity is also prevalent in 
developed countries. For example, until recently, the United States had 
restrictions on foreign ownership of its media, and the increasing public 
resentment about foreign investment in the United States is but a manifes- 
tation of this sensitivity. 


The Role of the Service Sector in Asian Developing Economies 


Clark has distinguished three sectors of the economy, namely, pri- 
mary, secondary and tertiary.22 Although his definition of the tertiary 
sector was rather amorphous, it corresponded roughly to the service sector. 
Growing economies, according to Clark, go through a process of a three- 
stage evolution, culminating in the predominance of the service sector. In 
recent years, there has been a resurgence of interest in analyzing the 
stylized facts and predictions concerning services as they affect economic 
development. In the following, the evolution of the Asian economies in light 
of these stylized facts is discussed. 


Structural Change and Stylized Facts of Development. It is now 
well known that there is no clear, iron-clad dichotomy between developed 
and developing countries insofar as the size of the service sector is con- 
cerned. Indeed, there are important differences even among developing 
countries, not only between developed and developing countries. However, 
it is generally expected that the share of services in output increases with 
economic growth. It is also expected that on average, the share of services 
will be greater in high-income countries as compared with their low-income 
counterparts. In light of this observation, it would be instructive to examine 
the role of the service sector in Asian developing economies. For the 
purpose of this discussion, and in accordance with the tradition of national 
income accounts of most countries, the following sectoral classification is 
made: agriculture which includes forestry and fishery; industry which 
includes manufacturing, mining, construction, electricity, gas and water; 
and services which includes transport and communications, wholesale and 
retail trade, finance, real estate, insurance, public administration, defense, 
and others. 

Figure 1 indicates the expanding role of the service sector in most 
Asian developing economies. The countries which are exceptions to this 
trend are the People's Republic of China, Malaysia, Myanmar, Singapore 
and Sri Lanka. The decline in Singapore is due to a faster growth of 
industry vis-à-vis services, although this trend is likely to be reversed in 


22. Colin Clark, The Conditions of Economic Progress (London: MacMillan & Company, 1951). 
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Figure 1: Share of Services in Gross Domestic Product 
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the future. The same trend has occurred in Malaysia and Sri Lanka; in both 
countries, industry has grown somewhat faster than services, leading to a 
slight decline in the importance of the latter in the economy. In Myanmar 
the role of the service sector has declined due to faster growth of agriculture 
during the period. In the People's Republic of China, the share of the service 
sector has been virtually constant. Although industry has grown, its growth 
has been at the expense of agriculture. 

In interpreting the above data, two qualifications should be kept in 
mind. First, the service sector is not homogeneous but varies across 
countries both in quality and composition. It may be noted that the service 
sector undergoes a process of qualitative changes as an economy develops. 
These changes may entail a shift in balance in production, from stagnant 
personal services toward progressive impersonal services, and a slow 
diminution of the informal sector (which is the purveyor of the services) in 
favor of the formal sector. 

The role of services can be measured from the point of view of con- 
sumption as distinguished from production, as done earlier in this discus- 
sion. The role of final demand services in consumption has been analyzed 
based on an intercountry comparative study.?? A number of stylized facts 
about consumption in services were noted, including: (i) that per capita 
expenditure on services is smaller in poor countries compared with that in 
rich countries, whether measured in current prices or in existing exchange 
rates; and (ii) that when measured in real terms (i.e., in terms of purchas- 
ing power parities), dispersion across countries diminish, and differences 
in per capita expenditure on services between rich and poor countries tend 
to vanish. Differences in purchasing power between countries occur mainly 
due to differences in the price of services. Since services are relatively 
cheap compared with commodities, the differences in expenditure share 
between rich and poor countries tend to diminish when expressed in real 
terms. Poor countries have a lower share of services in total output as 
compared with industrial countries, when expressed in current prices. 

The preceding points are evident in Table 1. The countries are ranked 
in order of real gross domestic product (GDP) per capita, with that of the 
United States equal to 100. The share of expenditure on services in GDP 
in 1975 in current prices varies from 24.6 per cent for Thailand to 49.3 per 
cent for the United States. However, when expressed in real (purchasing 
power parity) terms, the shares increase considerably for the developing 
countries but fall for Japan and the United States. Thus, developing 
countries appear to spend on services at least as much (in real terms) as 
industrial countries. 


23. I. Kravis, A. Heston and R. Summers, "The Share of Services in Economic Growth", in Global 
Econometrics: Essays in Honor of Lawrence R. Klein, ed. F.G. Adams and B. Hickman (Cambridge, 
Mass.: MIT Press, 1983). 
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Table 1: Real GDP Per Capita and Percentage of Gross Domestic 
Product Devoted to the Consumption of 
Services in Selected Economies, 1975 


Real GDP Percentage of GDP Devoted to 
Per Capita Consumption of Services 
(U.S.-100) Current Prices Real Terms 


Developing Asian Economies 


Thailand 13.0 24.6 27.8 

Philippines 13.2 22.1 39.9 

Korea, Rep. of 20.7 25.8 30.7 

Malaysia 21.5 34.6 37.2 
Developed Economies 

Japan 68.4 35.4 30.1 

United States 100.0 49.3 38.4 


Source: Adapted from R. Summers, "Services in the International Economy", in Managing the 
Service Economy: Prospects and Problems, ed. Robert P. Inman (New York: Cambridge 
University Press, 1985), pp. 32-33 and 38-39. 


This finding, however, does not carry over to the percentage of GDP 
contributed by the real output of services. When changes in the relative 
importance of services in GDP over time in industrial countries are con- 
sidered, significant increases are noted between 1965 and 1988 when 
measured in current prices. This is partly due to the fact that the price of 
services rose faster than those of commodities because of the lagging 
productivity growth in services. Similar increases were discernible among 
Asian developing economies (see Table 2), but the changes were much less 
uniform and unidirectional, as mentioned earlier. Table 3 indicates the 
annual growth rate of sector contributions to GDP at constant prices. A 
slowdown may be discerned in growth of the service sector in the industrial 
countries. However, for the Asian developing economies, the growth of the 
sector has, by and large, exceeded the growth of agriculture and, in some 
instances, that of industry. ; 

It has been argued that differences in factor endowments between 
countries can explain some of the differentials in the costs and prices of 
services. That is, why do costs and prices of services tend to be higher in 
rich compared with poor countries? Differential factor endowments also 
explain why nominal shares of services in GDP vary across countries, and 
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Table 2: Percentage Distribution of Gross Domestic Product by Sector 
(Current Prices) 


Agriculture Industry Services? 
1965 1988 1965 1988 1965 1988 


Newly Industrializing Economies 


Hong Kong 2 0 40 29 58 70 
Korea, Rep. of 88 11 25 43 37 46 
Singapore 3 0 24 38 74 61 
Southeast Asia š 
Indonesia  . 56 24 13 36 31 40 
Malaysia 28 21^ 25 37? 47 42b 
Philippines 26 28 28 34 46 49 
Thailand 32 17 23 35 45 48 
South Asia 
Bangladesh 53 46 11 14 36 40 
India 44 32 22 30 34 38 
Myanmar^ 35 48 13 18 52 39 
Nepal 65 56 . 11 17 23 27 
Pakistan 40 26 20 24 40 49 
Sri Lanka 28 26 21 27 51 47 
China, . 
People's Rep. of 39 31 38 49 23 20 
a Services include unallocated share of GDP. 
b 1986. 
c 1985. 


Source: World Bank, World. Development Report (New York: Oxford University Press, 1987, 1988 
and 1990 issues). 


why service sectors are, in general, lagging in productivity (although some 
services may be highly progressive). There is broad support for the view 
that changes in technology have had a much greater impact on commodities 
than on services. This may account in large part for the differential 
employment changes that have taken place. Whether this trend will con- 
tinue in the future is yet to be seen. Productivity issues are likely to be 
important factors in future development in the share of services in Asian 
developing economies. 
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The employment share of the service sector has, in general, increased 
significantly over the years. It seems that as an economy develops, the role 
of the service sector as a provider of employment increases. In developing 
Asia, as Figure 2 shows, services have provided an increasingly larger 
amount of employment to the labor force in all the economies, except in 
Singapore and Sri Lanka. In Bangladesh and India a large population 
increase, coupled with slow expansion of industry, has led to a substantial 
expansion of the informal sector (and perhaps to disguised unemployment), 
catering to stagnant demand for personal services. Apart from Bangladesh 
and India, service sector employment in Thailand has increased at an 
annual rate exceeding 3 per cent (see Table 4). In Singapore the decline in 
the role of the service sector as a provider of employment is largely related 
to the rapid expansion of the manufacturing sector and to the nature of the 
service sector, which caters to predominantly modern, progressive services 
and is essentially labor-saving in technology. 

The phenomenon of an increasing share of employment in services has 
been documented and analyzed in a study which indicates that the relative 
share of service employment can be explained by differentials in the income 
elasticities of demand for services and for manufactures, as well as a host 
of other factors, including changes in family structures and differential 
labor productivity across sectors.24 Parameter estimates from the United 
States tend to support the differential productivity explanation.?? Other 
studies for Japan and for a cross-section of developing and industrial 
countries (using 1975 data) tend to confirm the finding.?$ 

With economic development, the relative importance of agriculture in 
most developing economies (including in Asia) is expected to diminish in 
the future. This will entail relocation of labor from agriculture to non- 
agriculture sectors; and given the present trend, most labor released from 
agriculture will have to be absorbed in the service sector (unless labor- 
intensive industrialization takes place). The size of service sector employ- 
ment is likely to expand further in the future because of the operation of 
two important factors: (1) increasing female participation rate; and (ii) in- 


24. W. Baumol, “Macroeconomics of Unbalanced Growth", American Economic Review, vol. 57 
(1967), pp. 415—426. See also V. Fuchs, The Service Economy (New York: Colombia University Press, 
1968). 

25. R.P. Inman, "Introduction and Overview", in Managing the Service Economy: Problems and 
Prospects, ed. Robert P. Inman (New York: Cambridge University Press, 1985). 

26. See. G.R. Saxonhouse, “Services in the Japanese Economy", in Managing the Service Economy: 
Problems and Prospects, ed. Robert P. Inman (New York: Cambridge University Press, 1985); Kravis, 
Heston and Summers, op. cit.; and R. Summers, "Services in the International Economy", in 
Managing the Service Economy: Prospects and Problems, ed. Robert P. Inman (New York: Cambridge 
University Press, 1985), pp. 32-33 and 38-39. This differential in factor productivity between 
sectors can be the result of differential factor-endowments between countries. See M.G. Quibria, 
“Note on International Differences in Service Prices and Some Related Empirical Phenomena’, 
Journal of Development Economics (1990), for a formal demonstration of the result. 
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Figure 2: Service Sector Share in Employment in 
Asian Developing Economies 


Per cent 
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HKG = Hong Kong PHI - Philippines NEP = Nepal 

KOR = Republic of Korea THA - Thailand PAK - Pakistan 

SIN = Singapore BAN - Bangladesh SRI - Sri Lanka 

INO - Indonesia MYA = Myanmar PRC = People's Republic 
= Malaysia IND = India of China 


Sources: World Bank, World Development Report 1988 (New York: Oxford University Press, 1988); 
and United Nations, Statistical Yearbook for Asia and the Pacific (New York, 1989). 
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Table 4: Average Annual Growth Rate in Employment Share of 
Services in Asian Developing Economies 


Share of Services in Employment (%) 


Average Annual 
1965 1987 Growth Rate 
Newly Industrializing Economies 
Hong Kong 41 55 1.39 
Korea, Rep. of 30 44 1.76 
Singapore 68 64 —0.27 
Southeast Asia 
Indonesia 21 35 2.33 
Malaysia 29 45 2.02 
Philippines 26 38 1.69 
Thailand 13 26 3.21 
South Asia 
Bangladesh 11 36? 5.81 
India 15 57? 6.57 
Myanmar 23 24 0.12 
Nepal 4 7 2.84 
Pakistan 22 29° 1.27 
Sri Lanka 30 28° —0.38 
China, People’s Rep. of 11 17 2.11 
a 1986. 
b 1985. 


Sources: World Bank, World Development Report 1988 (New York: Oxford University Press, 1988); and United 
Nations, Statistical Yearbook for Asia and the Pacific (New York, 1989). 


creasing rates of urbanization. In industrial countries it is found that 
women display a preference for employment in the service sector. Similar- 
ly, it is found that there is a positive correlation between urbanization and 
employment in the service sector. This correlation is due in part to the 
inherent characteristics of services (i.e., the necessity of proximity between 
provider and consumer) and in part to the need for a minimum market size 
before provision becomes feasible. Some of these issues are obviously 
related to technology and manpower policies of individual countries. 
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International Trade in Goods and Services. While some services 
are tradables, others are not. The balance-of-payments accounts classify 
tradable services into two types, namely, non-factor services (e.g., travel, 
transport and other private services), and factor services (e.g., royalties, 
fees and investment income). As far as investment income is concerned, the 
balance-of-payments accounts do not make any distinction between invest- 
ment in goods and investment in services and, to that extent, provides an 
overestimate of international trade in services.2” On the other hand, many 
Services are embodied in goods and are, therefore, excluded from the service 
account. Workers' remittances are included under transfers, although they 
are an important component of factor services. Given the above qualifica- 
tions, the available data on the trends in international services should be 
interpreted with caution. 

As balance-of-payments data indicate, international trade in services 
is characterized by unequal participation by developed and developing 
countries. In the 1970s eight industrial countries (Belgium, France, 
Federal Republic of Germany, Italy, Japan, Netherlands, United Kingdom 
and United States) dominated trade in services, accounting for two thirds 
of exports and more than half of total imports of services.?8 It is worth 
noting that country concentration in trade is higher in services than in 
goods. Furthermore, the service trade is dominated by multinational cor- 
porations from developed countries. To a great extent, it is contended, the 
recent rapid expansion of trade in services is due to the increasing sig- 
nificance of the multinationals in the service sector. 

Although the performance of developing countries in the service trade 
has in general been less than satisfactory, several characteristics of the 
trade patterns of Asian developing economies are worth noting. First, one 
important aspect of international trade in the 1970s was that a number of 
developing countries—especially the Asian newly industrializing 
economies (NIEs)—have emerged as major exporters of manufactured 
products. At the same time, some Asian economies have made inroads into 
the international market for certain services. Their success in trade of both 
goods and services is due to the rapid accumulation of their physical and 
human capital.?? Developing countries at the upper spectrum of capital and 


27. See J.N. Bhagwati, "International Trade in Services and its Relevance for Economic Develop- 
ment", in The Emerging Service Economy, ed. Orio Giarini (Oxford: Pergamon Press, 1987). He notes 
that this practice is in consonance with the traditional theory, as espoused by James Meade in his 
classic work, The Balance of Payments (London: Oxford University Press, 1951). The theory states 
that what migrant workers, as distinct from foreign investments, produce abroad is part of foreign 
"national income and, hence, a migrant's remittance is considered a transfer. This assumption flies 
in'the face of much of modern migration which is temporary and does not involve change in 
nationality. 

28: D. Nayyar, "The Political Economy of International Trade in Services", Cambridge Journal of 
Economics, vol. 12 (June 1988), pp. 279—298. 

29. A. Sapir, ' "International Trade in Services: Comments", in The Emerging Service Economy, ed. 
Orio Giarini (Oxford: Pergamon Press, 1987). 
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technology have become net exporters of services while others have become 
net importers. While trade in goods is still more important than trade in 
services, the latter is assuming an increasingly important position. Second, 
when one looks at tradable services only, the developing countries cannot 
possibly show impressive performance. However, when other factor ser- 
vices such as migrant remittances are included, the net earnings can be 
significant (see Table 5). Indeed, the export of labor services has become 
an important source of income for many Asian developing economies. A 
number of South and Southeast Asian economies—for example, Bang- 
ladesh, India, Pakistan, Philippines and Sri Lanka— derive a significant 
part of their foreign exchange earnings from workers' remittances. Third, 
as noted earlier, the data in the balance of payments cover a wide array of 
international service transactions. Data on foreign direct investment for 
the Asian developing economies are rather fragmentary. However, it seems 
that most foreign direct investment is directed more toward production of 
goods than of services. Many of the services produced are also very closely 
related to the sale of goods. 

Given the present state of service trade, what are the prospects for 
the Asian developing economies? To address this question, the following 
may be noted. First, many traded services tend to be intensive in modern 
technology or capital (both human and physical).2° This technological 
characteristic gives the developed countries an advantage over the develop- 
ing countries in many service transactions. However, this does not mean 
that developing countries are permanently handicapped and cannot com- 
pete with developed countries in those transactions. Second, although the 
Share of services in trade is rather low for developing countries, the 
outward-looking NIEs have performed better. This indicates that the 
developing countries, as they develop further, will be able to improve their 
performance. Third, given their comparative advantage, it is not only the 
NIEs but also countries such as India and the Philippines that are likely 
to benefit from the export of computer software and transborder data 
transmission. For some services, the developing countries can have a cost 
advantage and are able to compete internationally. Fourth, if the issue of 
unskilled labor mobility is resolved and incorporated in the "right to 
establish", the prospects of Asian developing economies—for that matter, 
developing countries in general—in service trade will become much 
brighter. Based on the above considerations, it appears that the prospects 
of developing countries in international trade in services are not all that 
gloomy at least in the medium term. 


30. A. Sapir, "North-South Issues in Trade in Services", The World Economy, vol. 8 no. 1 (March 
1985), pp. 7-41. 
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Prospects of Increased Service Transactions 


Trade in services today is fraught with many barriers. As few services 
can be controlled by measures similar to tariff barriers for goods, most 
restrictions on services are essentially non-tariff barriers. Two broad 
categories of barriers may be noted: (i) those barriers which limit the right 
to establish foreign affiliates—these include prohibitions on wholly-owned 
foreign subsidiaries, minimum requirements for local equity participation 
and joint ventures; and (ii) those barriers which limit the provision of any 
type of service—these include local content requirements, licensing, ex- 
change restrictions and limitations on sales. These are in addition to all 
discriminatory practices against foreign affiliates (see-Table 6). 

Dismantling all barriers and liberalizing trade in services is a 
desirable objective. However, there could be disagreements on the timing, 
scope and the approach toward this liberalization. As a result, when the 
developed countries proposed to include services on the agenda of the 
Uruguay Round of multilateral trade negotiations, the initiative was 
viewed with widespread skepticism by many developing countries. This 
initial opposition was based primarily on a number of important concerns. 

First, there are a number of unfinished items in the work program in 
GATT (i.e., on trade in goods), such as tropical products, textiles, quantita- 
tive restrictions, agriculture and safeguards. There was the concern that 
these could be sidetracked if new issues such as services are incorporated 
in multilateral trade negotiations, or that the inclusion of services could 
weaken the bargaining position on traditional items under negotiation.?! 
Second, an open trading system implies an open regime for foreign invest- 
ment in the service sector. But the U.S. position in this regard—particular- 
ly the initial position—eschews important issues relating to foreign direct 
investment which are of critical interest to developing countries, such as 
the right of access to technology in developed countries and the code on 
restrictive business practices by multinationals. Thus, the open regime 
may not be necessarily beneficial to the developing countries, at least in 
the short term, because of the asymmetric distribution of static benefits of 
foreign investment between developed and developing countries. Further- 
more, it is feared that foreign investments, with their labor-saving technol- 
ogy, may hinder the growth and the level of employment. Third, the 
services to be liberalized under the new regime will encompass areas where 
issues of learning-by-doing, externality, infrastructure, national security, 
and political and cultural sensitivities are important. The logic becomes 
further compelling when it is considered that very little is known about 


31. To allay some of these fears of developing countries, the Uruguay Round set two distinct tracks 
for negotiations on goods and services. 
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Table 6: Types of Barriers to Trade in Services 


Category of Service Trade 


Trade Investment 
Barrier to: Across-the-border Domestic Foreign-earnings 
Product Market access Market access 
movement Local purchase Local purchase 
Telematics Telematics? Telematics? 
Technical standards Technical standards 
Charges/taxes Charges/taxes 
Intellectual property Intellectual property 
Capital Currency Currency Currency restrictions 
movement restrictions restrictions Repatriation of profits 
Human movement 
Labor Work permits Work permits 
Consumers Visas Visas 
Departure tax 
Producer Right of establishment 
establishment Access to production 


inputs 


a In consumer's home country. 


Sources: Adapted from R. J. Krommenacker, World-traded Services: The Challenge for the Eighties 
(Dedham, MA: Artech House, 1984); and R. K. Shelp, Beyond Industrialization: Ascendan- 
cy of the Global Service Economy (New York: Praeger Publishers, 1981). 


service transactions to speculate on the impact of trade liberalization.?? 
Fourth, it is widely perceived in many developing countries that existing 
GATT rules are not particularly appropriate for a regime of trade in 
services. For many services such as banking, telecommunications and 
aviation, the existing practices of bilateral reciprocity—rather than the 
GATT principles of most-favored-nation and national treatment—seem 
more appropriate. ` 


32. Abrue, op. cit. 
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It has, therefore, often been argued that it is not desirable to adopt an 
across-the-board multilateral framework for all services and that a sectoral 
approach would be most appropriate. Indeed, a number of sectors such as 
telecommunications, civil aviation and shipping are already covered by 
existing arrangements and organizations. The advantages of a sectoral 
approach, it has been argued, are: (i) there exists an infrastructure of 
organizations to address the issues; (ii) a sectoral approach can take into 
account the specific features of the particular sector; and (iii) it enables 
exchange of concessions on an equal and meaningful basis.9? 

The United States has been most persistent in its demand to include 
services as well as other "new" areas such as intellectual property in the 
new round of multilateral trade negotiations. Due to the recent structural 
change in the U.S. economy, the country has developed comparative ad- 
vantage in service areas and away from goods. Therefore, the United States 
expects concurrence from other countries with liberalization in services in 
return for goods. It should be noted, however, that the liberalization of 
services advocated by the United States relates to those services in which 
it has a comparative advantage. In particular, it excludes those labor- 
intensive services which require temporary movement in labor (temporary- 
factor-relocation), especially of the unskilled variety. These are precisely 
the kind of services in which poorer Asian developing economies are likely 
to have a comparative advantage and would provide some kind of balance 
to the compact on international trade in services, since capital-related 
services such as those in banking, insurance, and transborder data trans- 
mission are likely to be in the other direction. 

In this connection, it may be emphasized that the developing countries 
should take a cautious approach toward liberalization of capital-intensive 
services, many of which are subject to learning-by-doing. The approach 
toward liberalization should be a gradual one so as to facilitate healthy 
domestic growth of the subsectors concerned. Undoubtedly, there is a need 
to expose domestic services to foreign competition, but this should be 
carefully sequenced to safeguard the survival and growth of these services. 
Otherwise, the short-run real costs (however, defined) can far exceed the 
potential benefits. In the long term, it might, however, be possible to 
remedy the damage, but the short-term political and economic consequen- 
ces might be enormous.34 


33. While it is yet far from clear what will be the structure of the service agreement, it is likely to 
be a two-tier agreement. One tier will have a framework agreement specifying a set of principles 
applicable to a wide range of services and the other tier, a set of subsidiary agreement or annotations 
which will clarify framework provisions as they apply to each individual sector. See Mario Mar- 
conini, "The Uruguay Round of Negotiations on Services: An Overview," in The Uruguay Round: 
Services in the World Economy, ed. P.A. Messerlin and K.P. Sauvant (Washington, D.C.: World Bank, 
1990), pp. 19-26. 

34. The service compact should provide adequate safeguard to protect the developing countries’ 
interest. Otherwise, the compact will not be of interest to developing countries. 
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Differences in perspectives among countries regarding the 
desirability of trade liberalization in services precluded the successful 
launching of the Uruguay Round of multilateral trade negotiations until 
the later part of 1986. There were four distinct clusters of nations with four 
distinct perspectives: G) the United States and some member countries of 
the Organisation for Economic Co-operation and Development (OECD), 
which favored the 1982 U.S. proposal that emphasized GATT as a "solid 
basis" for a framework for trade in services; (ii) the European Community, 
some OECD member countries and some developing countries, which were 
working toward an overall compromise position; (iii) ten developing 
countries (the G-10) led by India and Brazil, which strongly opposed the 
U.S. initiative; and (iv) 20 developing countries (the G-20), which were 
prepared to accept the U.S. proposal depending on the terms. As a result 
of intense discussions, compromises were struck among the four groups of 
countries and services were included in the 1986 September ministerial 
declaration of Punta del Este, Uruguay.?5 

With the inclusion of services in the agenda of multilateral trade 
negotiations, it is now widely perceived that the interests of developing 
Asia would be better served to include within the "right to establish" the 
right to temporary locate labor in a foreign country for the purpose of 
providing services. This broadening of the scope of services should not be 
at the expense of those manufactured exports in which they have displayed 
pronounced comparative advantage to the developed countries' markets. In 
sum, it would be to the advantage ofthe poorer Asian developing economies 
to take a global approach to trade liberalization encompassing both goods 
and services, the scope of the latter being defined in a broader sense than 
that originally perceived by the United States and some other developed 
countries. 

According to the latest available information, there has been a degree 
of convergence in the views of the United States and developing countries 
(the G-10).36 Because of the sector lobbies, as well as the difficulties raised 
by the G-10 countries, the developed countries have come forward with 
more balanced proposals which are in line with the ministerial decision at 
Punta del Este. These proposals now seem to reflect in varying degrees the 
need for establishing a multilateral framework of principles and rules to 
expand "as a means of promoting economic growth of all trading partners 
and the development of developing countries"? References are now being 
made to a freer flow of labor services as well as an adequate flow of 
technologies to developing countries. With these developments, the inter- 


85. Marconini, op. cit. 
36. Abrue, op. cit. 
37. The Punta del Este Ministerial Declaration, September 1986. 
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ests of developing countries, including those in Asia, to participate in the 
compact are likely to increase significantly. 

In 1989 an agreement was reached on a framework which will guide 
the negotiations during 1990, the last year of the Uruguay Round. The 
areas which will be centralto determining the nature ofthe final agreement 
are definition, scope, concepts, structures (including coverage and 
modalities of the liberalization process) and the institutional dimension 
(the relationship of the GNS agreement to GATT). While the issues of 
definitions and scope have been refined over time, the structure of the 
agreement will be critical in determining its utility. If a substantive 
agreement can be successfully concluded at the end of the Uruguay Round, 
the period 1986-1990 may well represent a watershed in international 
economic relations toward a more open service economy, contributing 
greater opportunities for trade and development for all countries. 
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